
TESTIMONY BY DEAN K. HIRATA
DEPUTY DIRECTOR, DEPARTMENT OF BUDGET AND FINANCE

STATE OF HAWAII
TO THE HOUSE COMMITTEE ON FINANCE

ON
HOUSE BILL NO. 853

February 24, 2011

RELATING TO THE BANK OF THE STATE OF HAWAII

House Bill No. 853 establishes a bank of the State of Hawaii to support economic

development, provide stability to the local financial sector, and reduce costs paid by the

State for basic banking services.

The Department supports the intent of the bill with respect to supporting

economic development and providing stability to local financial institutions. However,

we believe that these purposes may be achieved through other programs as the

establishment of a State owned and operated bank will be a significant undertaking by

the State. Furthermore, as the basic banking services of the State such as accepting

deposits from all State departments and agencies, processing State issued checks and

other functions are not included in the powers of the State bank, these functions would

need to be performed by another financial institution and the reduction in costs for basic

banking services would be minimal.

Based on my many years of experience at local financial institutions, there are a

number of complexities in operating a bank and the Department recommends that the

bill be amended to authorize the Department to participate in certain activities as

proposed by this bill to achieve the purposes of the bill, however, without the

establishment of a State bank.

Thank you for the opportunity to provide testimony on this matter.
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TESTIMONY ON H.B. NO. 653 RELATING TO THE BANK OF THE STATE OF HAWAII

THE HONORABLE MARCUS R. OSHIRO, CHAIR,
AND MEMBERS OF THE COMMITTEE:

My name is Iris ikeda Catalant Commissioner of Financial Institutions

(“Commissioner”). I am testifying on behalf of the Department of Commerce and

Consumer Affairs (“Department”) in opposition to House Bill No, 853.

This measure would provide for the establishment of a bank of the State of Hawaii

(the “Bank” herein). The stated purposes of the Bank are to support economic

development by increasing access to capital for businesses and farms in the State in

partnership with existing local financial insUtulions; provide stability to the iocai financial

sector without in any way competing with community banks, credit unions, and other.
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financial institutions; reduce costs paid by the State for basic banking services; and return

profits, beyond those necessary to accomplish the mission and continued safe operation

of the Sank, to the State’s general fund.

We note that there Is currently only one such state bank In the nation, namely, the

Bank of North Dakota (°BND~). BND limits its competitiveness with the consumer banks in

North Dakota and instead sees its role as being akin to that of a central bank, Its deposits

are not insured by the FDIC, but by the general fund of the state of North Dakota and the

taxpayers of that state, The impetus for the BND was the buying and selling of crops and

the financing of farm operations. SND was charged with the mission of “promoting

agriculture, commerce and industry” in North Dakota. It was never intended for BND to

compete with or replace existing banks. Instead, BND was created to partner with other

financial institutions and assist them in meeting the needs of the citizens of North Dakota.

We note that in the 2010 Legislative Session, House Concurrent Resolution

No. 200 was introduced to request the Legislative Reference Bureau to study the feasibility

of establishing a State-owned bank, ostensibly based on the BND.model. The

Department supported that resolution, but noted that, although that model has reportedly

been successful in North Dakota, the banking and financial services landscape in that

state Is far different that that which prevails in Hawaii. Whereas Hawaii has a relatively

small number of comparatively large commercial banks, North Dakota, by contrast, has

a greater number of small commercial banks. The BND serves as a “central bank” for
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these smaller organizaflons, providIng clearing and payment services, settlement

programs and other correspondent banking services, which the larger Hawaii banks either

do not need or which they already obtain elsewhere: Additionally, most government

deposits are placed with the SNO as opposed to being distributed among the local banks,

a concentration issue which needs careful consideration before ImplementatIon.

Therefore, while the concept of a State-owned bank, based on the BND, is a

concept that may have merit, a feasibIlity study by the Legislative Reference Bureau

remains, in our view, both desirable and necessary to determine if that model would be

compatible with the State of Hawaii’s existinglinancial institution infrastructure and what

issues, if any, might be raised if such a program were developed.

Thank you for the opportunity to testify. I would be pleased to respond to any

questionsyou may have.

C
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Written Testimony of Sam Munger, Center for State Innovation

Good Afternoon Chairman and Committee Members. Thank you for the opportunity to submit

testimony regarding House Bill 853, creating the Bank of the State of Hawaii.

My name is Sam Munger. lam the Managing Director of the Centerfor State Innovation, an

independent state policy project based at the University of Wisconsin-Madison. As part of our policy

work on state financial systems, we conducted analyses of the effects of a state bank in a number of

states. This analysis was essentially an examination of the Bank of North Dakota—which as you’ve

probably heard by now is the only state bank currently in operation—its relationship to North Dakota

banks and effects on lending in North Dakota, and an attempt to extrapolate that relationship and

effects to another state’s banking industry.

The bask results of the analysis were as follows:

1) First, the Bank of North Dakota seems to have had a positive effect on the banking industry in

North Dakota, which outperforms similarly-situated states on a number of key indicators,
1’~

including various measures of lending, number of banks and bank offices, less bank industry

concentration, and fewer loans in default. We also tried to take some account for economic

variables such as the strength of North Dakota’s extractive industry and the relative stability of

its real estate market and concluded that the strength of the state’s banking industry did not

seem to be linked, or not only linked, to those factors.

2) Second, if we extrapolate the effect the Bank of North Dakota has had on that state’s banking

industry to another state—in our most recent analysis Washington, but the same would hold in

general terms for most states including Hawaii—basically assuming that bank here would have

roughly the same relationship to Hawaii banks that the Bank of North Dakota has to North

Dakota banks, it would result in:

o Increased lending. A state bank facilitates this in a variety of ways, some of the principle

ones being participation loans and buying down interest rates with private community

banks, loan guarantees, and letters of credit. This is especially the case during recession

and times of tight credit.

o This would result in credit being more easily available to small businesses in this state.



o Increased lending to small business would lead to job creation by those businesses. We

estimated that job creation in Washington to be between 7,400 and 10,700 new or

retained jobs at small businesses alone. This figure does not include jobs created in

other sectors or indirect or induced job creation due to increased lending. We would

presume that job effects in Hawaii would be similar in magnitude relative to the size of

the state’s economy.

o In addition, a state bank can return money to the state—either to a rainy day fund or to

the general fund—and still be financially viable. Than Bank of North Dakota has

returned over $300 million to that state over the past decade and remained profitable

in real terms. In our Washington analysis, assuming that a state bank there returned

roughly the same percentage of profits to the state general fund overtime, we

estimated that a bank capitalized with $100 millidn in state money and conservatively

run could return about $71 million to the state over 10 years, and over $200 million in

20.

o Obviously the magnitude of the numbers I’ve just given is very dependent on the

inputs—the amount of capital, how the bank is run, the leverage ratio, etc. and we play

out some of those possibilities in our report.

3) Costs

There are costs associated with establishment of a bank like this, including:

o Increased risk to state monies, though the experience of North Dakota would seem to

indicate that this risk can be managed effectively (see our attached FAQ).

o The opportunity cost (or debt service cost) of capital to capitalize the bank

o Lost interest and tax revenue, overhead and other incidentals

However, it is important to note that we find that the bank would be profitable in a real sense

even when-all costs, including lost tax revenue, lost interest on state deposits, and the cost of

start-up capital, for instance debt service on a bond—are accounted for.

In short, we think and our analysis indicates that the creation of a state bank would have some

beneficial effects on the state’s economy by making credit more available in the state, would add

stability to the state banking industry particularly in times of recession, and could do this in a revenue

positive way.



I invite you to look at our full report, which I will submit into the record along with my written

testimony, and a short FAQ on state banks that may be helpful in understanding some of the particulars

of the concept. Thank you again for the opportunity to submit this testimony. I’d be more than happy to

answer any follow-up questions you might have and invite you to send them to me.
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Washington State Bank Analysis

Center for State Innovation — December 2010

In the wake of the financial market collapse of 2009, banks sharply curtailed their lending. Bank lending in 2009 declined

more sharply than in an~ year since 1942, according to FDIC data.1 This drop-off was particularly pronounced forthe

largest Wall Street banks; in Washington, for instance, Bank of America SBA loans dropped from 555 in 2007 to 19 in

2009. Overall, lending through the Small Business Administration’s flagship 7(a) program in Washington declined 35%

between 2007 and 2009.

This, in turn, has been one driver of current massive and continued unemployment. The reduction in lending has led

policymakers to consider a number of reforms designed to increase bank lending, particularly to small businesses which

have been the hardest hit by tightening credit standards.

One such measure that has drawn increasing interest is the creation of a state bank modeled after the Bank of North

Dakota (BND), currently the only such state bank in the country, to increase liquidity and spur lending and development

in a given state. This paper offers some predictions about the effect of a proposed Washington State Bank (WSB) on the

state banking industry, job creation and small businesses, and the state budget. While the sample size of one makes it

difficult to accurately predict a public bank’s effect on any given state, we have used FDIC bank data and some

conservative assumptions to estimate the effects of a BND-like bank in Washington. Highlights include:

• Job Creation/Retention. We estimate that a state bank could help

create or retain 7,400-10,700 additional small business jobs in

Washington, and that about 8,200 jobs would have been supported

due to increased loan activity through bank participation loans from

a state bank at full lending capacity.

• New Lending. BND helped to sustain a loan to asset ratio for North

Dakota banks — a key measure of direct economic impact — by mitigating the effects of the recession on lending,

resulting in reductions of 33%-45% less than comparable states. In Washington, this would have resulted in roughly

5.22 to 7.55 percentage points greater loan to asset ratios during the current economic downturn. We also estimate

that a state bank in Washington could generate roughly 8.2% or about $2.6B in new lending activity due to bank

participation loans.

• New Revenue. A Washington State Bank could generate dividends for the state starting in year 3, and a bank

capitalized at $100M—and conservatively run—could pay total accumulated dividends to the state’s General Fund

of $71M after 10 years, $206M after 20 years, $382M after 30 years, and $675M after 40 years.

• Return on Equity. A Washington State Bank would have a positive Return on Equity (ROE) of real profits to the state

within 4 years with prudent banking practices.

• Other Economic Impacts. The actual effect of a state bank on the state economy and job market would likely be

greater than the above estimates, since this analysis does not look at non-small business lending, nor does it try to

account for the indirect and induced economic impacts of increased lending.

Estimated Effect on WA Small Business Loans and
Jobs From an 8.2% Increase in Average Loans due to

state Bank
Increased Amount of Small
Business Loans $492,058,125
Small Business Jobs created or
Retained 8,212

‘“Lending Falls at Epic Pace,” Wall Street Journal, 2/24/10
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.1. Introduction

This analysis takes a look at the effect a state bank might have on the state banking industry by helping to provide

liquidity and stability, using lending rates as a rough proxy for this effect. Part II compares lending rates in North Dakota

small and medium sized banks with the equivalent banks in the comparable states (based on geography, population size

and density) of Montana, South Dakota, and Wyoming and finds that loan to asset ratios in North Dakota have averaged

over 7 percentage points greater than these states over the period 2005-2009 (so, including years both pre- and post-

financial collapse). During the current recession (which started in the 4th quarter of 2007), with the help of BND, North

Dakota banks have had the least reduction in loan to asset ratios, compared to neighboring states. This, along with other

supporting data, suggests that the Bank of North Dakota has helped to raise and sustain the lending market in North

Dakota. We also estimate increased lending due to a state bank based on the amount of participation loans undertaken

by the BND.

Part Ill attempts to provide a rough measurement of the effects of this increase in lending rates on state job

creation/retention. We estimate that for every 1 percentage point increase (or sustained) loan to asset ratio in the

lending market for small and medium sized banks in Washington, about 1,400 small business jobs in Washington are

created or retained.

Parts IV & V look at bank ROA and other financials forfour likely sources of bank start-up capital: (1) General Fund

Revenue, (2) General Obligation Bond w/2Oyr maturity payment, (3) General Obligation Bond w/sinking fund, and (4)

Bank Stock IPO. It estimates the returns to both the state bank and to the state itself.

3tate Banks, Generally

It seems first useful to start with some general description of state banks for those who are new to the idea. A state

bank is in essence a simple concept—simply put, it is a bank capitalized by state money, that would serve as the

repository for state deposits, and would be publicly governed and return a negotiated portion of bank profits to the

state. Apart from that it would operate much as any private bank, though deposits would be guaranteed by the state

rather than the FDIC. Currently, only one state has a public state bank—the Bank of North Dakota.

The Bank of North Dakota was formed in 1919 in response to the farm crisis and tightening of credit after the First World
War In North Dakota, all state funds (state tax collections and fees, and for all funds of state inititutions) are deposited

with the Bank of North Dakota. This does not include pension funds or other trusts managed by the state; rather the

deposits are the state’s cash — revenue that the state collects before it is spent on payroll, contracts, procurement etc.

Non-state deposits (10-20% of total in the case of the BND) could be accepted from other sources, from private citizens

(who account for less than 2% of total deposits for BND) to the U.S. government.

The Bank of North Dakota is governed bythe state Industrial Commission, made up of the Governor, Attorney General

and Commissioner of Agriculture. A seven-member Advisory Board, appointed by the Governor, reviews the Bank’s

operations and makes recommendations to the Industrial Commission relating to the Bank’s management, services,

policies and procedures

The Bank of North Dakota and, we assume, any state bank, would have a limited portfolio; in that way it is somewhat

jifferent than most private banks. One primary activity of the BND is participation lending, participating in loans

originated by local banks and credit unions, either by increasing the total size of the loan, buying down the interest rate,

or providing loan guarantees. It also performs other banker’s bank functions, including check clearing, bond accounting
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safekeeping, and providing fed funds lines with excess liquidity. The bank is a participant in the secondary market for

esidential loans, and also a direct lender for student loans for North Dakotans, thereby decreasing rates, though new

student loan origination will decrease markedly due to the recent federal reforms of the student loan market.2 Finally,

the bank can make capital available to local banks via direct bank stock lending, as well as by purchasing loans from their

portfolios. The BND also has a couple of specific lending programs that make low-interest loans available to, for

instance, agricultural start-ups and new small businesses. In this way, it leverages the income earned through more

lucrative market-driven activities to subsidize economic development activities that may carry somewhat higher risks or

where borrowers have difficulty accessing capital.

Finally, a state bank typically returns a portion of its profits to the state general fund or Rainy Day fund. In the case of

the BND, the size of this “state dividend,” explained in more detail below, is set by negotiation between the Legislature

and the bank’s Governing Board. The amount has varied from year to year (from as little as 0 in some years to up to $50

million in others), but over the past 10 years has averaged $29.4 million (about 72% of bank profits) and totaled almost

$300 million.

II. Effects on State Banking Market

~:

This section examines the ___________________________________________________________________________

possible effects of a state bank Number of Bank Offices per 10K Residents

on the state banking market We 7

~y comparing the lending

attempt to gauge these effects :
markets and state banking in

North Dakota to similarly-

situated states. The bottom line ~
—fl—Wyomingis that on a variety of indicators,

~ — -_ -: — -~ —4-—North Dakota—*— MontanaNorth Dakota’s banking system
—~+—South Dakotaappears healthier than that of

2

nearby states.3 For instance,

North Dakota has both more ________________________________ ________

bank offices per capita and less J -

market concentration than 0 -
.~ N 00 0~ 0 — r.J n~ ~ ti ~D N 00 0~ C ,-4 ~ en ~ cfl P.. 02 0~

00 06 00 00 00 0~ Ci di di C. i Ci di di di C 0 0 0 0 0 0 0 0 0comparatorstatesortheUS mmmccioic-.c00000o000

average. In fact over the last 25 ---- ___________-______

years, North Dakota has had the greatest number of bank offices per capita, compared to like states in both total

population and populatiqn density. And it has more than double the U.S. average.

2 post-federal reform, the Bank of North Dakota will continue to service existing student loans but will cease to originate federally-subsidized loans

through the Federal Family Education Loan (FFEL) program. The bank will continue to originate state-subsidized supplemental student loans
hrough its Dakota Education Alternative Loan (DEAL) program, but this activity is likely to be a much smaller component of the bank’s work.

Based on FDIC data for small and medium sized banks in relevant states, with outliers removed to more accurately compare the banks that would
actually interact with a state bank. See Appendix 1 for how the data was cleaned.



Center for State Innovation — Washington State Bank Analysis — December 2010 4

2000

1800

1600

1400

1200
trengthening the banking market, 1000

leading to robust Competition. 800

600 _____ __________

Removing South Dakota—which has 400 _______

had a surge in bank concentration over 200

the past 5 years or so—from the chart

to the right provides a better look at

the difference between North Dakoti

and its comparator states.

Bank Branching Laws

North Dakota was a late adopter of bank branching laws; the state did not deregulate statewide branching through

mergers & acquisitions (M&A), interstate banking, and statewide de novo5 branching until the 1980’s and 90’s, well

after most states. While this history may have played some role in driving the current large number of bank offices and

low market concentration—particularly vis-à-vis South Dakota, which abolished bank branching restrictions quite early—

The Herfindahl-Hirschman Index is a commonly accepted measure of market concentration. It is calculated by squaring the market share of each
firm competing in the market and then summing the resulting numbers. The HHI takes into account the relative size and distribution of the firms in
a market and approaches zero when a market consists of a large number of firms of relatively equal size. The HHI increases both asthe number of
firms in the market decreases and as the disparity in size between those firms increases.

Markets in which the HHI is between 1000 and 1800 points are considered to be moderately concentrated and those in which the HI-Il is in excess
-f 1800 points are considered to be concentrated. Transactions that increase the HHI by more than 100 points in concentrated markets

( iresumptively raise antitrust concerns under the Horizontal Merger Guidelines issued by the U.S. Department of Justice and the Federal TradeCommission. See Merger Guidelines § 1.51.

Similarly, for the last 14 years, Northl• 7000 -
BiñWMarket HF1Tof1~TbMi7SD7t-WT— Dakota has had the lowest Herfindahl

Hirschmann Index4 (HHI)—a measure6000 -
• of market concentration used by the—4—North5000

Dakota Federal Reserve—and in 2009 it was

than its closest comparator, Montana.
4000~ —w-Montana more than 300 points (or 47%) I~ss

3000 While none of the bank markets‘-~4—Wyoming
outside of South Dakota would be2000

considered moderately concentrated,-4*—South

~ Dakota the notably low concentration (and

1000

0 ~ I I — I therfore greater competitiveness) of
.t in in r-. C ~-l N ~- ul N. 00 t7~ theNorthDakotabankniarketmaybe
0’ 0~ 0~ 0~ 0’ 0~ 0 0 0 0 0 0 0 0 0 0
0~ C~i 0~ 0•I 0-i 0 0 0 0 0 0 0 0 0 0
—I i-I i-I s-I s—I c-I N N Cl rI Cl ‘~ C4 ~ indicative of the influence of the state

—~ bank. The extra leveraging ability that
the state bank provides through participation loans, the increase in municipal deposits from letters of credit, and the

other supports that a state bank can

provide as a banker’s bank are all

critical in helping to strengthen small

and/or young banks. These indicators

would seem to suggest that BND has

been effective in broadening and

-~ North
Dakota

. BinFMä~kFRR~fNWM1&EWr~
(199S2009)

~ a ~ a-.
• -1 ~ —4 t 4, —— $

—N— Montana

•~—*— Wyoming

I I I [ I

~D N 00 0~ 0 sH N ~ ~ In to N CO 01
C1 UI Us 01 01 Cl 0 0 0 0 0 0 0 0 0 0
as 01 01 01 Cl 01 0 0 0 0 0 0 0 0 0 0
c-I r1 — c-I s-I s-I Cl N N IN N N N N N

De novo banks are state chartered banks in operation for 5 years or less.
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it would not seem to explain North Dakota’s variation from the other comparator states, most of whom were similarly

~te deregulators.

Year Statewide Branching Permitted in ND & Comparator States

Statewide
Branching through Statewide De Novo

States M&As Interstate Banking Branching

North Dakota 1987 1991 1996

Montana 1990 1993 1997

South Dakota 1960* 1988 1960*

Wyoming 1988 1987 1999
Average of States that
Deregulated After 1960 1986 1987 1990

* For states that deregulated before 1960 the dates is listed as 1960.

Source: Demyanyk, Ostergaard, and Sorensen. (December 2007). U.S. Banking Deregulation, Small
Businesses, and Interstate Insurance of Personal Income. The Journal of Finance, Vol. LXII, No.6.

For instance, as can be seen from the table above, Montana deregulated its branching laws after North Dakota. In fact,

North Dakota is largely in line with the national average of states that deregulated after 1960.

Lending Rates
7_f 9ver the last five years, small and medium sized banks in North Dakota had higher loan to asset ratios (4.4 to 12.4

percentage points greater) and more loans per capita (14% to 121% greater) than similarly situated states. To provide

some sense of the economic and employment effects of a state bank, we attempted to quantify the effect of a-state

bank on the lending rates of small and medium sized banks in its state. We’ve compared the 5-year average lending

rates of North Dakota banks with assets<$1OB versus the same category of banks (see Appendix 1 for how data was

cleaned) in states that are roughly comparable in location, total population, and population density (Montana, South

Dakota, and Wyoming in this case).

Obviously, this is an imperfect way to

parse out the specific effects a state

bank has on a state’s banking

community, but should provide at

least some gauge of its effect. As can

be seen from the loan activity charts

(see Appendix 2 for data), North

Dakota banks in the aggregate had

significantly higher average loan to

average asset and average loan per

capita rates than the comparator

.t~

80.00% Avg Loan to Asset Ratios - Small & Med. Banks

75.00%

70.00%
~fr North Dakota

65.00% —S—Montana

~ ~Soutli Dakota
60.00% - _____________________________________

-44—Wyoming

55.00% - __________________________________

30.00% - _____________________________________

states. 2005 2006 2007 2008 2009
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The previous chart shows the spread between North Dakota and its comparator states, with the average loans to

verage asset ratios from small and medium sized banks in North Dakota, over the last five years, at 4.42 percentage

points greater than its closest comparator (Montana), 7.16 percentage points greater than the average of the like states,

and 6.57 percentage points
Average Loans Per Capita. - Small & Medium Banks greater than the U.S. average.

North Dakota also outperforms

comparator states and the U.S.

in loan activity per capita (see

chart to the left), as its average

loans per capita over 5-years is

14% greater than its closest

comparator (South Dakota),

35% greater than Montana, and

a whopping 121% greater than

Wyoming and 175% greater

than the U.S. average.

While it is hard to attach a specific figure to the effect, the above lending figures provide some support for the claim that

a state bank helps to grow and stabiJize the loan market in its state.6 This presumably results from the added liquidity

and high rate of participation loans helping to increase or retain loans.

1oan Strength

lower percentage of non-accruing

assets, 26% less than its closest

comparator (Wyoming) and 54% less

than the U.S. average. This is again, we

believe, indirect evidence of the

effectiveness of a state bank in

~upporting the state lending market.

It should be noted that this is a comparison of small and medium sized banks to other small and medium sized banks. Mega banks (banks with
assets>$100B) have far worse loan to deposit ratios and have reduced lending even more since the economic downturn.

$25,000

52Q000

$15,000

Sio,ooo

$5,000

—4——North Dakota

-.-~— Montana

—0——South Dakota

—*--Wyoniing

—4—U.S. Average

2005 2006 2007 2008 2009

Over the last five years, small and medium sized banks in North Dakota had 26% to 44% less assets put into non-accrual

status (typically when payment in full of the principal is not expected to happen and the account is 90+ days past due)

and 34% to 45% less C&l loans put into non-accrual status than the comparator states. Another effect that a state bank

should have on the state banking market is to help make loans more secure. One way to measure the security of loans is

to look at the number of loans moved into non-accrual status. In theory, a state bank that provides participation loans

should spread the risk and reduce the

number of loans that a bank would Non Accruing Assets/Average Assets

have to put into non-accrual. The “non-
2.50% -

accrual” charts look at non-accruing
—4--. North

Dakotaassets over average assets in small and 2.00% -

medium sized banks in North Dakota —S—Montana

and comparator states. We find that 1.50%
~*~~SouthNorth Dakota banks on average have a

0 00%

Dakota1.00%
—4E—Wycniing

0.50%

6

2005 2006 2007 2008 2009

.—~.. U.S.
Average
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As most of the participation loans that a state bank would take part in would be commercial and industrial (C&l) loans,

we’ve also looked at non-accruing C&l loans

as a percentage of total C&l loans (see chart

to the left). By this measure, North Dakota
clearly had the safest C&l loans in 2009.

Over the last 5 years, North Dakota had 34%

fewer non-accruing loans than its closest

comparators, Montana and South Dakota.

And compared to Wyoming, North Dakota

averaged 45% less. In 2009, the numbers are

even greater, as North Dakota’s ratio was

___________________________________________ about half of the comparator states and U.S.

average.

It’s the Economy, Stupid (or is it?)
It is, of course, difficult to separate the health of the lending market in a state from the overall economic health of the

state. Over the past two years, North

Dakota has been one of the states

least impacted by the recession and it

is difficult, if not impossible, to know $40,000

to what extent that is due to the 535,000

dresence of the BND as opposed to
other factors. However, attempting $30,000

to tease apart the economy-lending $25,000

linkage slightly, we find that the

health of North Dakota’s lending $20,000

market has been largely independent

of other major components of the

state’s economic health (here, the 510,000

housing markets and oil and gas

industries). This provides

circumstantial evidence, at least that

the BND has played an important role ~ ~ 1sf≤)’ .,~pc9~’ ..19t ~1pO” ~ ~ ~o&’

in supporting the state’s lending

market.

To begin with, North Dakota’s per capita real GDP and personal income (reasonable indicators of overall state economic

health) have tracked—and for the most part, been lower than—those of its closest neighbors, particularly Wyoming.

3.00%

2.50%

Non AccruFñjC&l Loans/To•t~Ft&TL~ns

2.00%

1.50%

1.00%

—4--North
Dakota

N Montana

0.50%

0,00%

~South
Dakota

—4€—Wyoming

2005 2006 2007

—~4e—~ U.S.
Average

2008 2009

/



Center for State Innovation — Washington State Bank Analysis — December 2010 8

There is a slight uptick in these

4’ idicators in 2006, when an oil and
gas boom in the western part of the

state helped strengthen the state’s

economy (as the charts below show,

production of oil and natural gas

increased dramatically starting in
2006 and 2007). The strength of

North Dakota’s extractive

industries—generally less affected by

recession—could well be one piece

of the explanation of the state’s

general economic health and the

health of its lending market in

particular.

Monthly North Dnkdtu Fidid Produchpn of C1ugk&

— 1~~~~~
F

Ii

‘~

I.

~

1955 20b5 2010

Eo’r~e .5. Er~,y ir’a,r’a,,,~ar,zsfl

Monthly North DakotuUatur~1 GasCross Withcf~-awals
~00 —--.-

---- ~--—-- ~------

6000 — -, -

5,000- : •t~ - -

- 19~Z 1~6 ‘ 20b4 20b8
So ~E U S Ener~, ~&mTh~on Aá~ alnth,

However, neither the generally lower per capita GDP and personal income nor the oil and gas boom in 2006 appears to

have had much effect on lending rates at small and medium sized banks in North Dakota, which remained higher than

the comparators throughout. In 2006, average loan to asset ratios in North Dakota did rise by 1.5 percentage points

compared to 2005, but even in 2005 (before the oil boom) they were already noticeably greater (7.5 percentage points)

than the average of the neighboring states. By the end of 2007, when the oil boom was in full swing, the difference in

loan to asset ratios between North Dakota and the average of its bordering states was actually down to 6.8 percentage

( ,~oints, not a significant difference from pre-boom (about 70 basis points) and in the opposite direction one would
expect if they were being driven by the oil and gas boom. From 2005 to 2007, the difference between the loan to asset

ratios of small and medium sized banks in North Dakota and the U.S. average fell from 7.5 to 6.6 percentage points. It
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seems likely that larger, mostly out of state, banks were the big loan generators for the oil and gas exploration

ompanies as they ramped up operations in the state; thus the effect on smaller, in-state banks (the BND’s target

audience) was minimal.

Moreover, ~t z~also be noted that most of the comparator states also had large, albeit generally more gradual,

increases in natural gas production during the same period.
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In short, neither the small upswing in overall economic indicators like per capita GDP and per capita personal income

(still generally lower than those of its neighbors), nor the boom in crude oil and natural gas production, seems to have

veatly affected the loan to asset data for in-state small- and medium-sized banks.
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It is also true that North Dakota was less affected by the real estate market crash than other parts of the country.

4 However, while the previous chart shows that the North Dakota housing market had a softer rise and fall than its
~eighboring states, it is also clear that the state was not unaffected by the housing bubble.7 North Dakota housing prices

do appear to have rebouhded more quickly in the first quarter of 2010 than those of its neighbors but, as noted above,

bank lending rates have remained relatively higher—and relatively constant—throughout the past five years, not

tracking the real estate crash orthe state housing market’s pric~ swings.

Where the North Dakota loan markets have really shined is in response to the economic downturn of 2009. In fact, the

loan to asset ratios of North Dakota banks versus similar state banks rose to 4.92 to 13.19 percentage points greater

than the comparators in 2009. The average growth in housing prices from the first quarter of 2009 to the second quarter

of 2010 for North Dakota was about 2 to 5.5 percentage points higher than its comparator states. These figures suggest

that neither the state’s strong extractive industries nor its somewhat more stable real estate market fully explains that

strength.

Estimating the Effect of State Bank on Lending Rates Part 2

We estimate that a fully functioning state bank in Washington in 2010 could have helped to sustain direct lending by

between 5.22 and 7.55 percentage points in the third quarter of 2010. While data to calculate the precise effect of the

BND on lending in North Dakota does not exist, nor does the sample size of one allow us to confidently project the effect

of a state bank on lending in other states, one relatively straightforward (and rough) way to estimate this effect is to

compare the change in loan to asset ratios of banks in North Dakota to those in similar states from pre-recession to

current quarterly data. The assumption here is that a state bank would have helped to stabilize the lending market in its

The Bank of North Dakota is a big player in the residential mortgage secondary market (about $500M for a state with a total population of about
650K in 2009, 300K housing units and 200K homes owned in 2008). It is possible that the state bank, which generally followed an atypically
prudent loan investment strategy with regard to real estate (i.e. avoiding credit default swaps and high risk mortgage loans), may have had some
leveling effect on prices.
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state during an economic downturn. Here we examine the drops in loan to asset ratios of small and medium sized banks

i North Dakota to its comparator states from the 3rd quarter of 2007 to the most recent FDIC data, 3~ quarter 2010

tthe recession officially began in the 4th quarter of 2007). We find that over the last 12 quarters (3 years) North Dakota
banks on average reduced their loan to asset ratios by 4%, compared to about 9% for comparator states. And not all of

the state averages show a decrease immediately following the beginning of the recession. When looking at the high-

points, we see that the comparator states’ 80.00%
Average Loan to Assets - Q3 2007-2010

LTA’s dropped from 9 to 12 percent during the 7500%

recession (see chart to right). This means that

North Dakota’s reduction in LTA’s was about 70.00~~

33%-45% of the reduction seen across the 65.00%

comparator states.

:~
How might this translate to Washington?

Theoretically, had a Washington state bank

mitigated the effects of the recession on the

state’s lending market in the same way it

appears that BND did in North Dakota, the

state’s average loan to asset ratios would have

fallen to 75.78% to 78.11% (from about 80% in

123 of 2007 or 82% at its high in 123 of 2008),

rather than to their current level of 70.57% in

Q3 of 2010. In other words, loan to asset ratios

( dould have been 5.22 to 7.55 percentage
points higher, with resulting increases in the
absolute amount of lending (see right chart).

Another way to gauge the increase in lending 5500%

due to a state bank is by estimating the

absolute increase in loan activity due to new

participation loans from a state bank. In North Dakota, total net loans in the third quarter of 2010 for small and medium

banks were about $13.45B. In the same peiiod, the Bank of North Dakota had participation loans of about $1168. BND

estimates that their loans generally cover about 50% of the overall loan amount; thus, roughly $2.32B in loans was

issued with the help of BND. This amount is an 18.87% increase over the $12.29B in net non-participation loans forthe

banks in North Dakota (subtracting out the $1.16B fortheir share of the participation loans).

To estimate the proportion of loans that would be in some sense “new loans” — that is, loans that would not have been

made without the participation of state money and would not have been made by another bank—and the amount that

would be made to in-state lenders, we extrapolate data drawn from a recent survey of community banks and bankers in

New Mexico.8 That survey found that:

• 57% of new loans were non-replaceable (i.e., does not replace money that would have been used for loans by

these banks even absent the state’s money)

• 82% of new loans would not have been made by other banks, and

Popp, Anthony V. & Widner, Benjamin. (March 12, 2009). New Mexico’s Public Funds Investment Policies: Impact on Financial Institutions and the
State Economy. Arrowhead Center, New Mexico State University. As far as we know, this is the only publicly-available data of its type.
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• 93% of new loans were likely to be made to in-state borrowers/businesses

Discounting by these factors, an 18.87% overall increase in lending would result in about 8.2% “new” lending activity in

the state, a not insignificant increase. While we stress that these estimates are just that—estimates, and rough ones at

that—we believe that they provide some sense of the scale of new lending that one might attribute to participation

loans due to a state bank.

A Note on Direct Bank Stock Lending

Another way that a state bank makes capital available to private state banks is through direct bank
stock purchases and lending. BND has estimated that they have a total bank stock portfolio of $150.
$160M. This portfolio is from their bank stock and trust preferred securities financing loan
programs. These “loans” are typically for bank M&A, capital refinancing, or capital expansion. Loans
that expand private banks’ capital would presumably result in increased lending by those banks. If
we assume that on average banks leverage the expansion capital at a 10% leverage ratio, then
BND’s $150M of direct bank stock lending could potentially create up to $1.58 in additional lending.
To estimate how much of this would be new lending (that is, lending that the private banks would
otherwise not have done), one would need to discount for other sources of bank stock loans
available to the small and medium sized banks in the state as well as other factors. In any event the
economic impact of direct bank stock lending from a state bank on the overall loan activity of the
state is both positive and potentially very significant.

Ill. Small Business Jobs Created or Retained

This section looks at how an increase in lending would affect small businesses, an engine of economic growth and job

creation. Bottom line, we estimate that Washington would have created or retained about 7,400-10,700 more small

business jobs with the help of the additional lending generated by a state bank. Via a slightly different method, we

estimate that state bank at full loan capacity would have resulted in 8,200 additional jobs created or retained in

Washington during the 3~ quarter of 2010 due to participation loan activity.9

We arrive at these figures by looking at how the estimated increase in lending activity—and thus, the capital available to

small businesses to expand or begin operations—due to the presence of a state bank would impact job creation by

small businesses in the state. We use Small Business Administration (SBA) data to derive an estimate of one job created

or retained per $31,801 in small business C&l loans or $121,374 in small business real estate loans.10

To be clear, this is the number of additional jobs that a hypothetical Washington with a fully-functioning state bank with a full loan portfolio (so,
post-start-up period) would have compared to the current Washington due to increased loan activity. Thus, it is not a per year increase, in the
sense of 10,000 additional jobs being created in year 1 of state bank, then another 10,000 in years 2, 3, etc. On the other hand, this estimate does
not represent a one-time economic boost like, say, a large construction project in which several hundred jobs are created for the duration of the
project but then disappear. The additional job creation and economic activity, etc. would be a sustained increase over the baseline, sans state bank,
economy. This, of course, necessarily implies some number of new jobs created or retained each year. Our method of estimating job creation

( ioes not allow us to break out the per year number; to know that we would need other data such as the rate of turnover in the state bank’s loanportfolio.
~° SBA 7(a) loans are roughly analogous to private Commercial St Industrial (C&I) Loans. SBA 504 Loans are effectively small business Real Estate

Loans.
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Approved (Total SBA 7(a) Loans) $15,838,836,235

Jobs Created or Retained (Reported by SBA) 592,928

Estimated Jobs Created or Retained (discounted by 16%*) 498,060
Loan AMT/1 Job Created or Retained

SBA 504 Loans (2/2009-5/2010)

$31,801

Approved (SBA Backed Portion)

Total Loan Amt (40% SBA Portion + 50% Bank Portion, but not 10% Downpayment)

Jobs Created or Retained (Reported by SBA)

Loan AMT/1 Job Created or Retained

$5,614,730,000

$12,633,142,500

104,084

$121,374

Using that conversion factor, we estimate that for every 1 percentage point increase (or not decrease) in loan&to assets

for the small and medium banking market in Washington, about 1,400 jobs are created or retained. Thus, ifwe take our

estimate that by September of 2010, a state bank in Washington could have helped to sustain a loan to asset ratio of

roughly 5.22 to 7.55 percentage points greater

than present, that difference in lending would

translate into 7,400-10,700 additional small
;usiness jobs created or retained by the support

of a fully functional Washington state bank (see

the calculator to the right to test the affect of

various assumptions regarding increased

lending).’1

Alternatively, using the increase in new lending

activity due to participation loans, which we

estimated earlier at 8.2%, we find that if the total

average net loans in September of 2010 by

Washington small and medium sized banks had

been 8.2% greater due to participation loans

from an Washington state bank, around 8,200

additional small business jobs would have been

created or retained (see following table).

Total Average Assets in Washington
Small & Medium Sized Banks in 9/2010 $ 44,235,476,250
Percent Higher Loan to Asset Ratio
Projected due to a State Bank 1%

Increased Amount of Total Loans $ 442,354,763
Increased Amount of Small Business
Real Estate_Loans $ 54,070,699
Increased Amount of Small Business
C&I Loans $ 30,966,513
Increased Amount of Small Business
Jobs due to Real Estate Loans 445

Increased Amount of Small Business

&aL~9~a_
Estimated Total Effect on Small
Business Jobs due to a State Bank 1,419

As this analysis does not take into account non-small business lending, nor does it try to factor in the indirect and induced economic benefits to
increased small business lending, it seems likely that the actual effect on jobs in the state would be even greater.

SBA 7(a) Loans (2/2009-5/2010)

Small Business Loan to Job Conversion Estimates

*SBA7(a) job numbers discounted by 16% to account for overestimates highlighted by the SBA 016 in Review of

Controls Over Job Creation and Retention Statistics Reported by SBA under the Americon Recovery and
Reinvestment Act of2009- ROM-1O-04.

Washington Small Business Jobs Calculator -

Jobs Created or Retained Per Percentage Point Increase in
Loan to Asset Ratio
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Washington Small Business Jobs Created or Retained
From an 8.2% Increase in Average Loans

Total Average Net Loans in Washington Small & Medium Sized
Banks in September 2010 $31,215,065,500

Percent Higher Average Loans due to a State Bank 8.2%

Increased Amount of Total Loans $2,559,635,371

Increased Amount of Small Business Real Estate Loans $312,873,933

Increased Amount of Small Business C&l Loans $179,184,192

Increased Amount of Small Business Jobs due to Real Estate Loans 2,578

Increased Amount of Small Business Jobs due to C&I Loans 5,635

Estimated Total Effect on Small Business Jobs due to a State Bank 8,212

A significant open question, and one that has been debated extensively over the course of the recession—and current

fledgling recovery—is whetherthere is sufficient demand on the part of small businesses such that the increased access

to funds generated by a state bank would actually result in additional lending. The brief look we have taken at North

Dakota and the BND over the course of this paper seems to suggest that, at least in that state, there has been demand

for the increased liquidity the BND provides. At least, it seems clear that the BND has had little or no difficultly

assembling and maintaining its loan portfolio.

In addition, we believe that there is at least anecdotal evidence that there is demand for small business loans that is

currently going unmet (see, e.g., “Slump in small-business lending vexes Washington”, Bloomberg Businessweek,

6/29/10; “Lending Falls at Epic Pace,” Wall Street Journal, 2/24/10; “Bernanke: $40B in small biz loans disappears”, CNN

Money, 7/12/ 10; “Small business loans lacking”, Milwaukee Journal Sentinel, 7/19/10; “Small business owners await

Congress to loosen credit”, Pittsburgh

Post-Gazette, 8/5/10). One reason for this

may be that many U.S banks are under

pressure from regulators to reduce risk,

and one of the main ways that banks have

done so is by reducing the amount of

higher risk assets on their books, including

certain small business loans. This is done

by tightening credit standards and

increasing the cost of debt for small

businesses; this cost is currently at the

highest point since the Fed began tracking

it (see chart to the right).

Not spreading the wealth
The ditfa~nce (knawn eslhe-spread) between the Fad funds rate —the targetrrilerest rate sd bythe
Federal Reserve—and [he Interestrate en ccniniercla[ and indusirial loans o1$10O~0O0 [0 $trnilflon is
atits h’ghestpointslnce the Federal Reserve began trackingtlie numbers
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Moreover, Federal Reserve data shows a strong inverse relationship between bank loan spread and tightening

underwriting standards on the one hand and demand for new loans on the other (see chart above). Note that changes

to demand happen right afterthe bank polices occur, as loan demand reacts to the change in banking policies. This

Suggests that the decrease in demand for loans is being driven at least in part by tightened credit rather than simply

suppressed economic activity.

Whether banks are increasing the cost of small business loans due to risk-averse bank regulators or because of internal

business decisions, a state bank (which would also operate outside of FDIC regulation) that contributes to lower loan to

value ratios for commercial bank loans via participation lending will reduce risk and should lead to a reduction in the

spread and an increase in total lending. And, assuming that the demand is there, this should bring increased small

business lending and ultimately the creation of new small business jobs.

IV. Returns to the Bank

There is evidence that a state bank would help to strengthen the lending market in its state and thereby increase the

amount of jobs created or retained due to that economic activity. We now assess the cost of this economic engine —

both to the state bank and to the state itself. We find that with prudent banking practices, Washington could expect a

Return on Assets (ROA) for a state bank of around 1% until all start-up debt obligations are expired, after which the RCA

would be closer to 1.74%.

Estimating Bank ROA

We first estimate the Return on Assets (ROA) of a Washington State Bank. RCA is equal to Net Income/Average Assets.

We calculate Net Income for a state bank by the following formula: Net Income Total Interest Income12 —Total

12 In order to better estimate the effects that policymakers and bank officials can have on the overall return, we broke down Total Interest into

Interest Income from Loans and Interest Income from Non-Loan Assets.

— DRXSZFS L. t.a ci
— DR5DCREL ‘~‘~ ORT~2S
— QRTSCREL
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Interest Expense + Total Noninterest Income — Total Noninterest Expense — Provision for Loan Loss.13 A state bank

4 iodeled after BND would have a large percentage of its loan portfo~io made up of bank participation loans and much of
.ts expens~es based on the average market rates. This would presumably result in its financial performance being closely

connected to the health and performance of small and medium sized banks in its state. Thus, for the purposes of this

analysis, we assume a more-or-less direct correspondence between the performance of a state bank and the banks in its

state, and we extrapolate relevant data by assuming a proportional relationship: Bank of North Dakota/North Dakota

Small and Medium Banks = Washington State Bank/Washington Small and Medium Banks. The results of that

Based on 15-yr Interest Interest Income Interest Noninterest Noninterest Expense Provision for
Averages (1995 Income (as (as % of Non- Expense (as % Income (as (as % of Net nt. Inc. Loan Losses
through 2009) % of Loans) Loan Assets) of Uabilities) % of Assets) + Nonint. Inc.) (as % of Loans)

North Dakota Small &
Medium Banks 7.58% 4.34% 2.99% 1.01% 62.24% 0.42%

Bank of North Dakota 6.40% 2.96% 3.18% 0.44% 28.09% 0.24%

Ratio of BND vs North
Dakota Banks 0.8451 0.6823 1.0615 0.4318 0.4514 0.5704

Washington Small &
Medium Banks 7.79% 3.69% 3.22% 0.88% 60.83% 0.79%

Washington State
Bank Estimates 6.58% 2.52% 3.42% 0.38% 27.46% 0.45%

calculation, using these ratios and primarily 15-year averages of average YTD FDIC data, are summarized in the above

table (see Appendix 3A for how the variables were derived). ____________________________________

We then apply the net income percentage estimates for a Washington

State Bank (see above) to medium and small Washington banks (assets <

SlOB), which we assume are the primary market for a bankthat effectively

expands the leveraging power of private banks.14 Using a reasonable range

of assumptions, that is a leverage ratio between 7% (BND’s leverage ratio)

10% and a loan to assets ratio of 65% to 75%, we estimate an RCA for an

Washington state bank of around 1.4-1.7% (see box to the right for sample

calculation of upper ROA end).’5 This range is slightly higher than the

average post-tax ROA for small banks (about 1.2%) but that may be

partially explained by the fact that a state bank would be tax-exempt and _____________________________________

Note that net income is usually calculated as Bank Net Income = Total Interest Income — Total Interest Expense + Total Noninterest Income +

Securities Gains (Losses) + Extraordinary Gains —Total Noninterest Income — Provision for Loan Loss — Applicable Income Taxes. But because
recent FDIC data (2005-2009) indicates that securities gains/losses are extremely small for medium and small sized banks (that is, those with
assets less than $1OB) in Washington, a mean of -$18,000, and relatively small for BND (.01% of assets) we have not included securities
gains/losses in the following calculation. BND also had zero extraordinary gains over the last 5 years and does not pay income taxes, thus those
variables are irrelevant to the calculation.

14 The basic calculation is: Estimated Net Income for OR State Bank = Total Interest Income (Loans*6.58%÷ Assets that are Not Loans*2.52%)

— Total Interest Expense (Liabilities*3.42%) + Total Noninterest Income (Assets*0.38%) —Total Noninterest Expense [(Net Int. Inc.+Nonint. lncj*
27.46%J — Provision for Loan Loss (Loans~0.45%)

The calculation finds, as one would expect the higher loan to asset ratio, the greater the return (as loans have both a higher risk and return). But
it also shows that a smaller leverage ratio (smaller capital to assets or inversely greater assets to capital) returns a smaller ROA and greater ROE.
This is because as assets grow, the denominator (assets) grows faster than the numerator (net income) in the ROA calculation.

BANK ROA EXAMPLE
So, for example, if Loans are 75% of Assets, and
Equity Leveraged $10 in assets and $9 in
liabilities (Liabilities = Assets — Equity) for every
$1 in equity, then Net Income =

(Assets*o.75*o.065796 + Assets*0.25*0.025182)
- (Assets*0.90*0.0341S2)

+ (Assets*0.003810)
- (Assets* 0.028715*0.274574)

(Assets * 0.75 * 0. 004514)
OR

Net Income = Assets*0.017446
And since ROA = Net Income/Assets,

ROA= 0.017446 or 1.74%
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would almost certainly have very low noninterest expenses (see Appendix 3A).

4 ~nd this estimate is very
much in line with the

ROA generated by the

Bank of North Dakota,

which averaged 1.87%

over the past 5 years

(figures in Appendix 3B).

Once the cost of

capitalization from a

general obligation (GO)

bond is factored in, the

bank’s effective ROA

actually falls somewhat

below the industry

average (see chart to the

right).

Some argue that while a state bank could become profitable over time, creating the bank in the first place would be cost

prohibitive and result in a true loss to the state. We find this not to be the case. Even including the cost of start-up

capital for the bank in the form of payment on a GO bond in bank net income (though the state would technically be the

t entity responsible for repaying the debt), we still estimate that after taking into account bond payments on a 20-year

C ~ond with a 5% coupon rate and sinking fund with a 3.2% interest rate, the bank would have an ROA that would growfrom 0.82 in year 5 to 1.15% in year 20.

Funding Scenarios

While we believe that a GO

bond with a sinking fund is the

most likely source of capital for

a state bank, this is by no

means the only option. For

starters, there is no

requirement that we are aware

of that there be a sinking fund;

the bond principal could be

paid off in one lump sum when

the bond matures. The state

could also use general funds

for bank start-up capital.

While there are obvious

political difficulties attendant

on this option, it also reaps the

~reatest returns as the bank is
(. effectively created with no

debt obligations. Another

option is to raise capital

A Note on Leverage Ratios
The leverage ratio (capital/assets) is one of the biggest decisions a bank makes. The larger the
leverage ratio, the less assets there are for every dollar of capital — which is less risky, but also less
profitable. This is because at the end of the day, a bank makes a return off of its profit generating
assets (like commercial loans), not its core capital. So, all else equal, themore you leverage capital (a
smaller leverage ratio), the more assets you have and the more profits you make. But with more
rewards comes more risk, and a bank’s capital is a critical cushion when assets default The chart
below shows a state bank’s ROE for the four likely capital sources by leverage ratios of 5-10% (other
variables are held constant). The General Fund and Bank Stock scenarios yield the same ROE’s as
neither scenario incurs a debt service cost to the bank itself.
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through the sale of bank stock,

iuch like a private bank

would. Some start-up funds

from the state would also be

required in order for the state

to earn dividend payments;

however, this would also mean

that the state would hold

shares in the bank which could

very well appreciate overtime.

Pension or other state

investment money could also

provide bank startup capital,

either by investing pension

funds in bank stock or by using

them in lieu of general funds

through some dedicated fund.

V. Returns to the State

While we have found that a

tate bank in Washington could stabilize the banking

financially self-sustaining, policymakers and the public will presumably want some estimate of the bottom-line costs and

returns to state taxpayers. We find that after a relatively short start-up phase (3-5 years), the state could not only be

getting an annual dividend, but that even after taking into account the opportunity cost of capital, lost tax revenue and

other costs of a state bank, it is still a revenue positive economic development tool.

State Dividends

One of the virtues of a state bank is that, while it should primarily be seen as a tool for stabilizing and increasing state

lending by providing liquidity to private banks (and

as a potential source of leveraged economic

development funds), it can also return a portion of

its profits to the state. In the case of the Bank of

North Dakota, the amount returned the state’s

general fund is determined by the Industrial _________________________________________________

Commission (which is composed of the Governor, ______________________________________________

the Attorney General, and the Agriculture ______________________________________________

Commissioner and governs the bank’s operations) _________________________________________________

and bank leadership in negotiation with the state

legislature. Thus, in flush times the state can choose

to plow all bank profits back into the bank, while

drawing on them (within reason) in times of fiscal

med. For instance, from 2004-2009 the negotiated

return from the bank to North Dakota was $30

million per year; in 2001 the BND returned $50

Another Note on Funding Sources
As discussed above, the source of the state bank’s start-up capital is a critical early decision, and has a
great effect on the amount returned to the state. Looking at the below chart, we see that the funding
scenarios that rely on state funds (e.g. the general fund and bank stock) return the greatest dividends,
as the bank is effectively free from debt service obligations. The bank stock scenario is really only
lower than the general fund scenario as it requires 25% less state funds and therefore gets 25% less
state dividends. The bond scenarios show that requiring a sinking fund will keep the accumulated
dividends the lowest during the first 25 years of operation. It should also be noted that even after the
bonds mature in year 20, the general fund and bank stock scenarios accelerate at a quicker rate, as
they have built up more capital to compound returned earnings off of.
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1 2 3 4 5 5 78 9 10111213141516171819202112232425

Years

market would likely contribute to job creation, and would be

State Dividend Example
A S100M general obligation (GO) bond issuance, with a 5% coupon rate,
20-year term & 3.20% lR on a sinking fund; bank policies that result in a
10% leverage ratio and 75% loan to asset ratio (graduated increase from
15% to 75% over 5 years); and state dividend of 70% of profits per year
would result in the following accumulated dividends to Washington:

Year S $8,520,630 Year 25 $232,016,049

Year 10 $39,695,522 Year 30 $361,285,155

Year 15 $79,927,806 Year 35 $528,111,443

Year 20 $131,848,971 Year 40 $743,406,583
Dividends would be sent to the state starting in year 3. The state ROE
(state dividends as a percent of state bank equity) is positive starting in
year 3, and would be about 5.8% in year 5, 6.5% in year 10, 7.3% in year 15
and would remain at about 12.2% in years 21 and on (after bond maturity).

Profit projections include the cost of debt and are per $100M in GO bonds
(thus, if the state capitalized the bank with a $200M Go bond you would
multiply the projections above by 2).
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million to the state; while in 2000 the bank did not return any profits to the state.

ince the return to the state—or state dividend as we call it here—is set by bank and the legislature on a yearly or
‘~iannual basis, any projection regarding return to the state is obviously completely contingent. And, of course,

returning a greater percentage of the profits to the state in the short term hurts bank profitability in the long-term and

the converse. That said, under most scenarios, the bank’s return to the state would be positive starting in year 3, and

would ramp up quickly thereafter, such that if the bank returned an average of 70% of profits (the average return to the

state from the BND over the past decade was 72%), by yearS the bank would have cumulatively returned over $8.5

million to the state per $100 million in start-up capital and by year 10, almost $40 million (see the State Dividend

Example box on previous page).

The below yearly state dividend charts illustrate both of these points (both charts assume a GO bond with a sinking

fund). For instance, by yearS (when the bank had fully assembled its loan portfolio) a state bank could return anywhere
from less than $1M to close to $7M per year to the state general fund depending on whether the state chose to take
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very little (10%) or almost all (90%) of the state bank’s profits. However, by year 40, if the bank consistently returned

iost profits to the state, the year-by-year return would be only about $2Omm compared to the $l7Smm in dividends if

~he state let the bank keep and accrue most of its profits (see Appendix 4 for the data behind these Charts).

In the chart years 1-20, we see that the higher the dividend rate, the greater the state’s yearly dividend in the early

years (the first 11 years). But as the state bank’s capital grows more slowly with a high state dividend, the lower

dividend rate numbers start to return a higher profit such that even with the lower rate going back to the state the

absolute amount of state dividend becomes greater. The crossover for many of the dividend rates happens in years 12-

18. The trend continues in years 21-40, but with more steady growth rates.16

over the (relatively) long haul that such a bank would

both maximize its efficacy and return the most to the

state. The Bank of North Dakota has been in operation

for over 90 years, progressively increasing both the

magnitude of its operations and its return to the state.

Real Profits to the State

The state dividends described above are the amount of

money that would go back into a state general fund, and

C ms clearly important from both a budgetary andpolitical perspective, but this is not a perfect measure of

financial return. A more complete accounting would

encompass the overall profits of the state bank (since it

is an entity of the state in its entirety after all) along

with the estimated loss in interest income due to

moving state deposits from demand deposit accounts

with higher yields (estimated to be aboufO.25% or 25

basis points greater) and lost in~ome tax revenues from

moving the deposits into a nontaxable financial

institution, as well as the cost of start-up debt service as

described above. 17

With those amounts included, actual net profit to the

state would be about $6.6 million per $100 riiillion in

start-up capital (assuming the leverage ratio, etc.

outlined above) and net state ROE would be around

6.65%. Since this analysis is meant to inform

We have not adjusted for inflation and would expect flatter curves but the same underlying points with inflation factored in.

These are clearly very long timeframes to be planning out for, and to some extent the above charts are simply meant to

show the general effect of the dividend rate on the amount returned to the state. However, like any bank, a public state

bank would take some time to start-up operations, to assemble its loan portfolio, and to mature its operations, and it is

State Bank Fiscal Impact Calculator
Capital $ 100,000,000
Leve rage Ratio 10%
Loans to Assets 75%
State Dividend 70%

Bond Coupon Rate 5.00%
Bond Term (in Years) 20
Bond Sinking Fund IR 3.20%

Interest Income $ 55,642,160
Interest Expense $ (30,737,192)
Nonint. Income $ 3,809,936
Nonint. Expense $ (7,884,365)
Provisionforioanl.oss ...J~L (~ê!~êP~)
Net Income (Before Bond Payments) $ 17,444,946

OABefore Bond Payments) 1.74%
Bank ROE (Before Bond Payments) 17.44%

Bond Interest Payment I $ (s,000,ooo)

!~g~nL!f!__J.tJ~a~s~1
Net Income (After Bond Payments) $ 8,911,543
Bank ROA (After Bond Payments) 0.89%
Bank ROE (After Bond Payments) 8.91%

State Dividend $ 6,238,080
StateDW’dendROE

Loss in Interest Income S (1,674,772)
Loss of Income Tax Revenue 5 (589,298)
Actual Profits to State S 6,647,474
Actual State ROE 6.65%

policymakers, we have set-up a fiscal impact calculator that allows one to set capital, leverage ratio, loan to asset ratio,

state dividends, bond coupon rate, bond term, and bond sinking fund interest rate (based on capitalization from a bond

17 This does not take into account potential savings from reduced fiscal agent fees, which would offset some of this cost.
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with a sinking fund; see Appendix 3Cfor conversion ratios). This calculator is not an accurate tool for projecting out

iultiple years, but it does demonstrate how decisions by policymakers and bank officials regarding bank set-up and

2perations can affect the returns to the bank and the state itself (double click on the previous table to input values). For

example, you can see that by changing the leverage ratio from 10% to 9%, all else equal, the actual state ROE would rise

to over 8%.

The chart below shows actual net profits to the state over a 25-year period based on the four start-up capital scenarios

(and discounting the profits back to the state by 3% per year to account for inflation). As mentioned earlier, we assume

‘I

jvefl-IuwvrIwuaplralJ

flr~

—4-—Gencral Fund —S—GO Bond (w/2Oth yr pmt)
‘-*“GO Bond (w/sinking fund) 44—BankStocks

[ 011 the chart: Year 20: 5(43,789,963)

4 5-year start-up period, over which the loan to asset ratio gradually ramps up to account for the fact that it will take
time to generate the participation loans this analysis is based on. To simplify the applicability of the estimates to other

capital amounts, the profits are projected per $100M initial start-up capital. The below chart of real profits highlights

three important points: 1) the loan to asset ratio greatly affects profits during the start-up phase, 2) the year 20 maturity

has opposite effects on the two bond scenarios, and 3) the general fund scenario is the most “profitable” to the state,

even after taking into account the opportunity cost of the funds. It should be noted that while the general fund scenario

Ramping Up Capital

Given that it will take some

time forthe bankto ramp up

its lending, some have

suggested a phased

capitalization period as well.

This could be done, for

the state, it does not come without some drawbacks, namely that 1) the funds are all

~/ 45 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 2122 23 24 25

( nstance, by issuing four bonds during the first four years of operation: rather than a $100M bond in year 1, the state
would issue $25M in year land another $25M in years 2, 3, & 4. This scenario returns a slightly higher state dividend
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1’

• and real profit per year (see above chart). Enacting four bonds, e.g., as opposed to one arguably presents more of a
olitical hurdle, but does result in a greater return due to the higher loan to asset ratio overthe early years of the bank.

Multiple Bank Stock Scenario

Also, take the example of a state bank Created in Washington from a total of $300M in bank stock issuances (which

could be, in part, capitalized through state pension funds), with capital investment ramped up gradually ($75M in capital

per year for the first 4 years), 75% state ownership, and assuming 75% ITA for years Sand on and an average 70% state

dividend.

year 9. Real annual state profits show that even

after accounting for inflation, there is a strong

return to the state. In fact, the $225M state

investment returns real profits of over $34M in year

5, $38 in year 10, $42 in year 15, and $47M in year

20. So by year 20, the state would be getting a real

yearly return of about 21% on the initial investment

by the state. And presumably the $225M in bank

stock that was purchased in years 1-4 could have

appreciated, especially if dividends remain relatively

in about 9

capital in

Yearly Returns to State - Four S75M
Bank Stock Issuance Scenario
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In this scenario, accumulated state dividends would cover the initial state investment of $225 (75% of $300M)

years. Even real state profits, which grow more slowly than state dividends, would pay back the initial start-up

State Dividend Example
A $225M state investment from pension funds; bank policies

that result in ramped up capital; a 10% leverage ratio; up to 75%

loan to asset ratio; and state dividend of 70% per year would

result in the following accumulated dividends to Washington:

Years $86,636,429 Year2S $1,171,572,041

Year 10 $264,338,134 Year 30 $1,664,485,363

Year 15 $493,668,378 Year 35 $2,300,607,187

Year2O $789,627,054 Year4O $3,121,544,577large and stable (see State Dividend Example).
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Yl. Conclusion

This analysis is a first—and admittedly simplified in many respects—effort to estimate the effect of a Washington State

Bank on the state’s fiscal health, banking industry, and small businesses. While we were forced to make a number of

assumptions, in each case we have endeavored make those as conservative as possible. With more time and the

application of more powerful analytical tools, a more comprehensive analysis of the economic impact of a state bank is

certainly possible. This first step does, however, strongly suggest that a state bank would have a positive effect on state

revenue and could effectively strengthen the banking industry and create and sustain jobs through a revenue positive

investment in a state bank.

Questions for Further Consideration
Some of the decisions that policymakers will have to make when designing a state bank:

1) Start-up Capital: As mentioned in our analysis, there are many pros and cons to the sources of start-up capital

that go beyond the return on equity to the state. Will the most profitable scenarios be politically feasible? Are
there other effects to the state from increasing its portfolio of GO bonds? Could the bonds or stock sale be

designed in a way that promotes the health of the state pension funds as well? Will the start-up phase see a

ramping up of loan to assets or capital itself?

2) Deposits: Where will the deposits come from? Will they only be from the state itself? What amount of state

deposits will be put into the bank and under what schedule (similar to the capital ramp up decisions)? How can

in-state small and medium sized banks best utilize the depository services and letters of credit this banker’s

bank would provide?

3) Loans: What limitations will be put on loans and other economic development tools for the bank? Are only

participation loans going to be allowed? Will the bank be allowed to purchase real estate loans from the

secondary market, like BND does? Will there be provisions for loans targeted toward specific economic

development purposes, such as agricultural start-ups or venture capital investments (again, similarto BND), or
even clean energy or infrastructure projects that fit with the goals of the state? How can in-state small and

medium sized banks best utilize the participation loans and correspondent lending services?

4) State Dividend: This is another subject that we have looked at in the analysis, and while we find that higher

dividends make the quickest return to the state, lower dividends grow the state bank’s capital and eventually

result in higher profits in out years. Policymakers will have to answer the question, is it better to get a return

right away or build up a pool of funds that can be leveraged to help future generations? The Bank of North

Dakota has been around for over 90 years, how best can a state bank in Washington be designed in a way that

your great-grandchild can benefit from its positive economic impact in the 22’~ Century?
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SPPEND ICES
ppendix 1 — Cleaning the Data

In order to more accurately compare the banks that we believe a state bank would work with, we started isolating

outlier banks based on their loan to deposit ratios (LTD). We found that there were bank trusts with 0 LTD’s and credit

card processing facilities with well over 400% LTD. We also removed retail store credit card banks as well as banks that

are part of a megabank holding company; the financial institutions that we removed from the analysis are listed below:

. Big Bank Holding Average Loan Years
Financial Institution State Company to Deposits Removed

Davidson Trust Co.* Montana No 0% 2001-2009

U.S. Bank National Association MT
(fka First Bank Montana, National Association) Montana U.S. BANCORP 86% 1995-2001

Wells Fargo Bank Montana, National Association WELLS FARGO &
(fka Norwest Bank Montana, National Association) Montana COMPANY 67% 1995-2002

Frontier Trust Company, FSB North Dakota No 0% 2000-2006
U.S. Bank National Association ND*
(fka First Bank National Association ND; fka First Bank,
Federal Savings Bank) North Dakota U.S. BANCORP 4774% 1995-2009

Wells Fargo Bank North Dakota, National Association WELLS FARGO &
(fka Norwest Bank North Dakota, National Association) North Dakota COMPANY 69% 1995-2003

Axsys National Bank
(fka Fingerhut National Bank) South Dakota No 8.45% 1996-2003

Citibank USA, National Association
(fka Hurley State Bank) South Dakota CITIGROUP INC. 268% 1995-2005

Department Stores National Bank* South Dakota CITIGROUP INC. 31% 2005-2009

First Bank of South Dakota (National Association) South Dakota U.S. BANCORP 232% 1995-1997

Green Tree Retail Services Bank South Dakota No 12192% 1996-2002

Target National Bank*
(fka Retailers National Bank) South Dakota No 1469% 1995-2009

Wells Fargo Bank South Dakota, National Association WELLS FARGO &
(fka Norwest Bank South Dakota, National Association) South Dakota COMPANY 197% 1995-2003

Wells Fargo Financial Bank WELLS FARGO &
(fka Dial Bank) South Dakota COMPANY 2545% 1995-2008

Community First Bank Washington No NA 1997

Continental Savings Bank Washington No NA 1996

ShoreTrust Bank Washington No 0% 1995-1996

Wells Fargo Bank Wyoming, National Association WELLS FARGO &
(fka Norwest Bank Wyoming, National Association) Wyoming COMPANY 93% 1995-2002
*2oJo data removed in quarterly analysis but nat reflected in LTD averages here. NA=Not Available.

For the U.S. Averages, we eliminated all banks with LTD’s of less than 0.5% (those that round down to

with LTD’s of greater than 209%.
0%) and those
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Appendix 2- Average Loan to Asset Ratios and Loans Per Capita for North Dakota and Like States

Average Loan to Asset Ratios for ND and Like States

12/31/05 12/31/06 12/31/07 12/31/08 12/31/09

North Dakota 73.61% 75.12% 75.58% 75.00% 74.33%

Montana 68.07% 70.25% 71.37% 72.43% 69.41%

South Dakota 69.10% 71.19% 72.41% 69.51% 68.13%

Wyoming 61.89% 62.44% 63.84% 62.30% 61.14%

U.S. Average 66.11% 67.85% 68.94% 69.72% 68.17%

Average Loans Per Capita for ND and Like States

12/31/05 12/31/06 12/31/07 12/31/08 12/31/09

North Dakota $14,135 $15,792 $17,299 $18,960 $20,074

Montana $10,975 $12,197 $12,647 $13,670 $14,608

South Dakota $12,217 $13,393 $16,158 $16,983 $16,887

Wyoming $7,089 $7,970 $8,839 $7,434 $7,716

U.S. Average $5,871 $6,143 $6,297 $6,599 $6,467

Average e — N (Vi
Loanto a a a a E~’ a a’ a’ aI... I~. CO CO CO CO 01 01 ci 01 0 0 0

0 0 0 0 0 0- 0 0 0 0 — —Assetsby c c o o o a o a a a a a a
N N N N N N N N N N N N N

Quarter

North
75.88% 75.58% 73.79% 74.51% 75.04% 75.00% 74.27% 74.76% 74.81% 74.33% 72.11% 72.78% 72.82%

Dakota

Montana 71.35% 71.37% 71.49% 72.20% 72.59% 72.43% 71.29% 71.31% 70.41% 69.41% 65.00% 65.03% 64.59%

South
72.56% 72.41% 70.86% 70.19% 69.98% 69.51% 68.21% 68.29% 68.33% 68.13% 66.49% 66.27% 66.11%

Dakota

Wyoming 63.58% 63.84% 64.53% 65.67% 65.06% 62.30% 61.92% 62.20% 61.78% 61.14% 58.70% 58.49% 57.74%

Washington 80.11% 80.43% 81.44% 81.69% 81.89% 81.80% 80.21% 79,28% 78.46% 77.37% 72.10% 70.79% 70.57%
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~ippendix 3(A, B, &C) — Calculations & Variables

Appendix 3A — How the Above Variables Were Derived

1. Total Interest Income: Interest Income as a percentage of average net loans, in order to take into account the

greater return on loans and allow for policymakers to adjust the loan to asset ratio accordingly. BND Loan and

Non-Loan Averages are derived from averaging net loans; all others from averaging average ITO loans.

2. Total Interest Expense: Interest Expenses as a percentage of average liabilities, in order to take into account a

more nuanced effect of the leverage ratio. . . a smaller leverage ratio not only increases assets compared to

capital but also liabilities compared to assets (a 10% leverage ratio results in $9 liabilities for every $10 in assets

or 9/10 or 90% liabilities to assets, but a 5% leverage ratio would result in 19/20 in liabilities over assets or 95%).

3. Total Noninterest Income: Total noninterest income as a percentage of average total assets.
4. Total Noninterest Expense: We extrapolate the total noninterest expense by utilizing the standard efficiency

ratio, which is noninterest expense/(net interest income + noninterest income). BND has a very low efficiency

ratio (which is very good) due in large part to not needing branches and not needing to spend a lot of money o

marketing their services. As the state bank and a banker’s bank, they avoid much of the overhead seen in private
banks. We would expect the same efficiency advantages for a state bank in Washington.

5. Provision for Loan Loss: This loan loss is as a percentage of average loans, and acts as a small counterbalance to

the higher rate of return, by factoring in a cost to the higher risk of having a larger loan to asset ratio.

6. Interest Cost of General Obligation Bond: The other likely funding mechanism forthe bank’s start-up capital is a

General Obligation Bond. For this bond issuance we assume a 20-year maturity and a 5% coupon rate.

7. Sinking Fund for General Obligation Bond: Although the state has recently outperformed the blended

benchmark, to be conservative we averaged the last 109 months of blended benchmark yields to estimate an

annual compounded return of 3.2% on a GO bond sinking fund. For simplicity, we assume the bond will be

retired at its maturity and will not have the principle paid down beforehand.

8. Bank Assets: Based on capital and leverage ratio (Capital/Leverage Ratio).

9. Return on Assets (ROA): Based on leverage ratio and loans/assets (see above for details).

10. State Dividend: The percentage of bank profits returned to the state.

11. Loan to Asset Ratio: Over the last 5 years, the Bank of North Dakota had an average of about 77% loan to assets.

In order to take into account a start-up phase, we assume the following loan to assets: 15% in year 1,30% in

year 2,45% in year 3, 60% in year 4, 75% in years 5-40.

12. Loss of Interest Income: We assume a slightly lower rate of return for deposits in the state bank. We use 0.25%

or 25 basis points less interest earned by depositing in state bank vs. commercial banks as a rule of thumb, see

Hearings on WA SB 3162 [cite to record].

13. Loss of Tax Revenue: The state bank is not taxed, so this would be a loss of business and occupation (B&O) taxes

on revenue from in-state private banks (and some out-of-state banks with office~ inside Washington) derived

from state deposits. Here we estimate the tax losses based on the allocation of state deposits (34.47% to in

state banks), the average percentage of liabilities that are deposits (about 74%), the average 15 years of total

interest income (8.69% of deposits) for in-state banks and loan interest income for out-of-state banks, the

amount of first mortgages (as a percentage of earning assets for in-state banks and loans for out-of-state banks)

which count as tax exemptions, and the B&O tax rate for financial firms (1.8% of gross income).

14. State Deposits: For BND’s 15-yr average, deposits make up 74.43% of liabilities. For the Washington model, we

assume that all deposits will be state deposits.
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4ppendix3B —BND ROAforthe Past 4years

Bank of North Dakota ROA
12/31/2006 12/31/2007 12/31/2008 12/31/2009 MEAN

Return on Average
1.99% 2.04% 1.86% 1.57% 1.87%

Assets (Annualized)

Appendix 3C — Conversions used to calculate fiscal impact on state

Assets = Capital/Leverage Ratio

Liabilities = Assets - Capital or [(Capital/Leverage Ratio) - Capital]

Loans = Loan/Assets*Assets or [(Loan/Assets)*(Capital/Leverage Ratio)]

Non-Loan Assets = {Capital/Leverage Ratio - {(Loan/Assets)*(Capital/Leverage Ratio)])
State Deposits = Liabilities*0.83245329 or [(Capital/Leverage Ratio) - Capital]*0.83245329
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Appendix 4—Yearly State Dividends based on Dividend Rate - Data Table

Years 1-20
Yearly State Dividends - Bond Issue with Sinking Fund Scenario

($100M in Start-up Capital, 10% Leverage Ratio, Rising Loan to Asset Ratio up to 75%, & 20-yr Bond w/5% Coupon Rate + 3.2% Sinking Fund IR)

State

Dividend Year 1 Year 2 Year 3 Year 4 YearS YearS Year 7 YearS Year 9 Year 10

90% $- $- $500,102 $3,580,278 $6,717,930 $6,835,123 $6,954,362 $7,075,680 $7,199,115 $7,324,703

80% $- $- $444,535 $3,188,560 $6,034,978 $6,245,538 $6,463,444 $6,688,953 $6,922,330 $7,163,849

70% $- $- $388,958 $2,795,320 $5,336,342 $5,615,618 $5,909,511 $6,218,784 $6,544,243 $6,886,735

60% $- $- $333,401 $2,400,557 $4,621,940 $4,944,458 $5,289,481 $5,658,580 $6,053,435 $6,475,842

50% $- $- $277,835 $2,004,271 $3,891,694 $4,231,146 $4,600,206 $5,001,458 $5,437,709 $5,912,011

40% $- $- $222,268 $1,606,463 $3,145,523 $3,474,763 $3,838,466 $4,240,237 $4,684,061 $5,174,340

30% $- $- $165,701 $1,207,131 $2,383,348 $2,674,389 $3,000,971 $3,367,434 $3,778,646 $4,240,074

20% $- $- $111,134 $806,277 $1,605,088 $1,829,094 $2,084,361 $2,375,254 $2,706,744 $3,084,495

10% $- $- $55,567 $403,900 $810,666 $937,944 $1,085,206 $1,255,588 $1,452,721 $1,680,804

State

Dividend Year 11 Year 12 Year 13 Year 14 Year 15 Year 16 Year 17 Year 18 Year 19 Year 20

90% $7,452,482 $7,582,491 $7,714,767 $7,849,350 $7,986,282 $8,125,602 $8,267,353 $8,411,576 $8,558,316 $8,707,615

80% $7,413,795 $7,672,462 $7,940,153 $8,217,184 $8,503,881 $8,806,580 $9,107,632 $9,425,396 $9,754,247 $10,094,572

70% $7,247,151 $7,626,430 $8,025,558 $8,445,574 $8,887,572 $9,352,701 $9,842,173 $10,357,262 $10,899,308 $11,469,721

60% $6,927,725 $7,411,140 $7,928,288 $8,481,522 $9,073,361 $9,706,498 $10,383,815 $11,108,396 $11,883,537 $12,712,768

50% $6,427,685 $6,988,338 $7,597,894 $8,260,618 $8,981,148 $9,764,526 $10,616,235 $11,542,233 $12,549,001 $13,643,584

40% $5,715,937 $6,314,222 $6,975,129 $7,705,214 $8,511,716 $9,402,635 $10,386,806 $11,473,989 $12,674,968 $14,001,653

30% $4,757,849 $5,338,852 $5,990,804 $6,722,369 $7,543,269 $8,464,412 $9,498,041 $10,657,890 $11,959,375 $13,419,789

20% $3,514,966 $4,005,513 $4,564,521 $5,201,544 $5,927,469 $6,754,704 $7,697,388 $8,771,632 $9,995,797 $11,390,805

10% $1,944,698 $2,250,025 $2,603,289 $3,012,017 $3,484,917 $4,032,065 $4,665,117 $5,397,561 $6,245,003 $7,225,496

28
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Appendix 4 (Continued) — Yearly State Dividends based on Dividend Rate - Data Table

Years 21-40
Yearly State Dividends - Bond Issue with Sinking Fund Scenario

($100M in Start-up Capital, 10% Leverage Ratio, Rising Loan to Asset Ratio up to 75%, & 20-yr Bond w/5% Coupon Rate + 3.2% Sinking Fund IR)
State

Dividend Year 21 Year 22 Year 23 Year 24 Year 25 Year 26 Year 27 Year 28 Year 29 Year 30

90% $16,539,582 $16,828,114 $17,121,680 $17,420,366 $17,724,264 $18,033,463 $18,348,055 $18,668,136 $18,993,801 $19,325,147

80% $17,273,493 $17,876,163 $18,499,860 $19,145,318 $19,813,297 $20,504,580 $21,219,983 $21,960,346 $22,726,540 $23,519,466

70% $18,043,369 $18,987,666 $19,981,383 $21,027,105 $22,127,555 $23,285,597 $24,504,245 $25,786,671 $27,136,212 $28,556,381

60% $18,719,904 $20,026,175 $21,423,597 $22,918,531 $24,517,781 $26,228,626 $28,058,854 $30,016,795 $32,111,360 $34,352,084

50% $19,100,344 $20,766,366 $22,577,707 $24,547,041 $26,688,150 $29,016,017 $31,546,931 $34,298,603 $37,290,290 $40,542,925

40% $18,880,562 $20,856,785 $23,039,858 $25,451,432 $28,115,425 $31,058,258 $34,309,115 $37,900,239 $41,867,245 $46,249,476

30% $17,618,563 $19,770,047 $22,184,258 $24,893,281 $27,933,114 $31,344,156 $35,171,736 $39,466,719 $44,286,182 $49,694,173

20% $14,687,183 $16,736,919 $19,072,717 $21,734,497 $24,767,754 $28,224,331 $32,163,306 $36,652,003 $41,767,141 $47,596,145

10% $9,213,272 $10,659,798 $12,333,434 $14,269,839 $16,510,268 $19,102,454 $22,101,626 $25,571,681 $29,586,550 $34,231,772

State
Dividend Year 31 Year 32 Year 33 Year 34 Year 35 Year 36 Year 37 Year 38 Year 39 Year 40

90% $19,662,273 $20,005,280 $20,354,271 $20,709,350 $21,070,624 $21,438,200 $21,812,188 $22,192,700 $22,579,851 $22,973,755

80% $24,340,058 $25,189,280 $26,068,131 $26,977,646 $27,918,893 $28,892,980 $29,901,053 $30,944,297 $32,023,941 $33,141,252

70% $30,050,875 $31,623,582 $33,278,598 $35,020,228 $36,853,005 $38,781,702 $40,811,336 $42,947,190 $45,194,824 $47,560,088

60% $36,749,165 $39,313,514 $42,056,802 $44,991,517 $48,131,015 $51,489,587 $55,082,519 $58,926,166 $63,038,021 $67,436,800

50% $44,079,271 $47,924,074 $52,104,238 $56,649,016 $61,590,211 $66,962,401 $72,803,178 $79,153,415 $86,057,551 $93,563,897

40% $51,090,394 $56,438,009 $62,345,357 $68,871,025 $76,079,733 $84,042,974 $92,839,725 $102,557,229 $113,291,861 $125,150,083

30% $55,762,558 $62,571,982 $70,212,935 $78,786,961 $88,408,001 $99,203,911 $111,318,159 $124,911,734 $140,165,283 $157,281,514

20% $54,238,642 $61,808,164 $70,434,085 $80,263,835 $91,4E5,421 $104,230,296 $118,776,631 $135,353,046 $154,242,858 $175,768,925

10% $39,606,315 $45,824,685 $53,019,368 $61,343,648 $70,974,877 $82,118,254 $95,011,190 $109,928,376 $127,187,627 $147,156,658



Center for State ≠&. , 1180 Observatory Drive, Suite 7122 Madison, WI 53706

I [“q~ 1up1c~’,’ ~ ph 608.890.2400 fox 608.262.9046
fltan~ email info@stoteinnovation.org

111111 II www.stateinnovation.org

FAQ on State Banks

1. Wouldn’t a state bank compete with private banks?

No:

Competing over deposits
Less than 2% of the Bank of North Dakota’s deposits come from private individuals. And some state bank

legislation would prohibit state banks from taking any private deposits.

It is true that private banks would no longer receive short-term state deposits, but considering that most

community banks receive little of this moneyto begin with and that many states are still requiring 100%

to 110% collateral for these funds it is unlikely to have a great effect on private bank profits. And even if

collateral requirements are a function of risk aversion brought on by economic downturns, and are thus in

the process of easing, it is precisely when the economy slows down that a state bank can provide a boost

in lending.

Also, a state bank in the model of the Bank of North Dakota would not only not take local and municipal

deposits, but would help local community banks secure these deposits through letters of credit
I

Competing over loans
While a state bank could be set-up to originate loans, the Bank of North Dakota, as well as most proposed

state banks, requires the state bank to operate in a participatory manner. In most cases a state bank

would make participation loans with the private banks acting as the originators and servicers of those

loans. The Bank of North Dakota does service some residential mortgages, but this is only after a local

lender originates the loan and sells it to the Bank of North Dakota for servicing.

Overall competitiveness of banking market

If anything, a state bank helps to keep the banking market strong by supporting small and medium sized-

banks (see question #2). In fact, North Dakota has a much smaller Herfindahl-Hirschmann Index (SF11)

than such neighboring and comparably-sized states as Montana, South Dakota and Wyoming. 1

1 The Herfindahl-Hirschman Index is a commonly accepted measure of market concentration. It is calculated by squaring the

market share of each firm competing in the market and then summing the resulting numbers. The HHI takes into account the
relative size and distribution of the firms in a market and approaches zero when a market consists of a large number of firms of
relatively equal size. The Hill increases both as the number affirms in the market decreases and as the disparity in size
between those firms increases. See CSI Washington State Bank Analysis for full HHI figures.



2. How could a state bank help the state banking industry?

Participation loans
A state bank would primarily interact with the banking community through participation loans. These
loans would help to increase a private bank’s lending power and/or reduce the interest rates charged to
borrowers. A state bank could also purchase part or all of a loan after it has been issued, to help a private
bank stay within its capital adequacy and portfolio balance requirements. Or the originating bank could
hold onto the loan and collect fees for servicing it. And because the state bank has no interest in
competing for the origination or refinance of private loans, private banks need not fear that allowing
participation will lead to a loss of customers.

Direct bank stock lending
A state bank could also provide capital to private banks through bank stock loans for M&A, capital
refinancing or capital expansion.

Banker’s bankfunctions
The Bank of North Dakota acts as a mini-reserve bank for its state and serves the functions of a bankers’
bank. It is estimated that there are only around 20-25 bankers’ banks in the country and a state bank
could help provide private banks with lower cost/higher quality services. At worst, a state bank is simply
another option for private banks to work with—they are still free to continue working with private
banker’s banks as they did before.

3. Won’t this just increase regulations on private banks in the state?
No:

This does not add any regulatory hurdles to private banks. A state bank is NOT a financial bailout to
private banks, ala TARP. Due to the prudent banking practices of a state bank (which is not pushed into
risky lending instruments by stockholder-driven profit-maximization), we would expect that the private
banking market would be affected by positive, stabilizing market-driven forces.

4. Wouldn’t this put state funds in a significant amount of risk? And wouldn’t political interests end up
forcing the state bank to make bad loans?
No:

The Bank of North Dakota is staffed by a professional banking staff, not an economic development
agency, and a state bank would be run based on prudent financial policies, not high risk practices.

The primary asset of a state bank based on the BND model is participation loans where the loan originator
is a private bank. This not only serves the purpose of avoiding competition from a state bank, but it also
provides market driven checks and balances against manipulation by political actors.

No loan portfolio is immune to loan failures, and a state bank would inevitably have some loan defaults.
The Bank of North Dakota’s allowance for loan loss ratio (allowance for loan loss/total loans) in Q3 2010
was 1.79%, while the average allowance ratio for comparably-sized (small- and medium-sized) private
banks in the U.S. over the same period was about 2.03%. As with other banks around the world, a state
bank would have a loan loss provision and would follow prudent banking practices. Thus, even if some



loans held by a state bank fail, a state bank could not only cover its deposits, but provide a profit to both
the bank and the state (beyond the deposit interest) —through state dividend payments. In 2009, the
Bank of North Dakota showed a profit of $58 million—including loan defaults. And on average, the Bank
of North Dakota has returned over $30 million per year to the state general fund over the past decade.
Analysis suggests that this would be the case in other states as well.

Also, a state bank would work hand in hand with state bank regulators to evaluate its loan portfolio, risk
exposure and profitability. A state bank would also be required to meet certain safety and soundness
criteria in order to access its own liquidity sources to manage liquidity and interest rate risk (e.g., S&P
ratings).

5. Don’t we already have economic development programs that do these things?
A state bank is NOT an economic development program, and does not replace current state ED efforts.
There is still a need for economic development programs and individuals to put together deals and work
with businesses; a state bank can simply be a source of revenue to fund these programs as well as
liquidity to help underwrite those deals. And because a state bank has the power to leverage funds (10 to
las a rule of thumb) it can increase the state’s ability to fund economic development, along with helping
to support private banks, consumers and businesses across the lending industry.

6. The state treasurer already gets a good return on the investment pools we use, why change that?
A state bank is NOT a substitute for an investment manager, and we would expect that the treasurer
would retain these functions. For example, in North Dakota, BND does not manage the state pension fund
investments.

7. How can a state bank act as the state’s fiscal agent (concentration bank); wouldn’t it be cost prohibitive
to set-up that operation?
There is nothing to indicate that a state bank would not be able to handle the functions of a fiscal agent
and still be profitable. The Bank of North Dakota has certainly done so for North Dakota. And state banks
tend to have much lower overhead than comparable private banks due to the lack of branch offices, ATM
services, marketing costs, etc. Over the last 15 years (1995-2009) the Bank of North Dakota averaged an
efficiency ratio of about 28%, while small and medium sized banks in North Dakota averaged about 62%.

No matter the costs of operating the bank, the cost to the state is nil once the bank is up and running;
indeed, as noted elsewhere, the bank should generally return money to the state. The primary difference
is that while a concentration bank (like Bank of America) is the only bank to benefit from state deposits, a
state bank would spread the benefit to small and medium sized banks throughout the state (through
participation loans).

Also, as mentioned earlier, a state bank does not replace all functions of a state treasurer’s office, and we
would expect that the same procedures around investment funds would remain.

8. Would a state bank impair the need for liquidity in state depo5its?
No. Just like any private bank, a state bank has to carefully manage liquidity in order to be able to meet all
its operational needs. However, this is obviously equally true of any other depository institution a state
would use to manage state monies. If state deposits are currently deposited at a private financial
institution (say Bank of America), that institution has to manage liquidity so that funds are available to the



state to withdraw to meet payroll and other obligations as necessary. A state bank would be no different,
and the Bank of North Dakota has demonstrated over the past 90+ years that it can do so capably—and
still turn a profit.

9. How much do you need to start a state bank?
There is no set minimum for start-up capital. Of course, a state bank would need to sustain its capital
adequacy, so depending on how much state deposits will be held at the state bank, this could drive the
capital needs. It seems likely that there will be a transition stage where the state bank’s participation loan
portfolio grows and there are arguments for growing the capital at a similar rate. Ultimately, a state bank
can be thought of as an economic engine that will be greatly impacted by the inflow of state deposits and
reinvestment of profits into state bank capital. CSI analysis shows that even after accounting for debt
service obligations due to start-up capital, a state bank would still be profitable after a few years and a
strong economic tool for a state.

10. Where would the capital come from?
The likely sources of state bank start-up capital are the state General Fund, General Obligation Bonds, or
other dedicated state funds.

11. Isn’t setting up a state bank just too complex?
While setting up a state bank is more complex than, for example, establishing a single revolving loan fund,
and there is only one such bank in the country, there are thousands of banks in operation in the U.S. and
new private banks are formed every year. In many ways a state bank would be more straightforward to
set-up than a private bank. We expect that a state bank would have one location, no marketing, very little
direct lending and a single source of deposits (the state). A reliance on participation loans would also
reduce the need for bank loan officers and loan brokers.

12. Isn’t the reason that banks are lending less now due to a decrease in loan demand or good loans?
Not completely:

While a reduction in lending during an economic downturn is in part a reflection of decreased demand for
new loans (i.e. businesses holding off expansion plans), some part of the demand curve is directly tied ~o
the cost of debt. As lenders tighten their underwriting standards and increase the interest cost to
borrowers, demand for new loans naturally drops. This does not mean that there aren’t any “good” loans
available, only that there is heightened price sensitivity (especially during less stable economic
conditions). CS! analysis shows that banks in North Dakota reduced lending 33%-45% less than
comparable states, and we believe that this is in no small part due to the stabilizing effects of its state
bank.

13. Sure, a state bank works in North Dakota, but isn’t my state completely different, both politically and
economically?

No. Of course every state has a unique political and economic context. However, it is important to note
that the Bank of North Dakota has enjoyed the support of both Democratic and Republican
administrations and legislators. Sen. John Hoeven, the Republican former Governor of North Dakota, was
President of the Bank of North Dakota earlier in his career.



Economically, it is, of course, difficult to separate the health of the lending market in a state from the
overall economic health of the state. Over the past two years, North Dakota has been one of the states
least impacted by the recession and it is difficult, if not impossible, to know to what extent that is due to
the presence of the BND as opposed to other factors. However, attempting to tease apart the economy-
lending linkage slightly, analysis has found that the health of North Dakota’s small and medium sized bank
lending market has been strong independent of other major components of the state’s economic health
(namely, the housing markets and oil and gas industries). This provides circumstantial evidence, at least,
that the BND has played an important role in supporting the state’s lending market.

It is also worth noting that oil and gas production and extraction tax revenues provided $71 million to the
state general fund over the 2007-2009 biennium (the statutory cap), while the Bank of North Dakota
returned $60 million; thus the bank’s direct impact on the state budget surplus, anyway, has been almost
as great as that of the oil and gas industries.2 In sum, these figures suggest that while oil and gas revenues
are certainly important to the state’s economy and fiscal health, they are not the only factor driving it,
and that a state bank likely plays some role as well.

2 Source: North Dakota Office of State Tax Commissioner, comparative Statement of Collections, available at

http://www.nd.gov/tax/genpubs/49thbiennialre~o~pdf.
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- By MICHAEL R. CRITTENDEN Md MARSHALL ECIKBLAD

U.S. banks posted last year their sharpest decline in lending since 1942, suggesting that the
industry’s continued slide is making it harder for the economy to recover.

News Hub: More
Troubles Ahead for
U.S. Banks
4.25
Despite signs the econoriw
is stabiizing, the U.S.
banking industry contnued to struggle in the fourth
quarter. Dow Jcnes NewstMres’ lisa Leo has nore in
an inter.tewvlth Kelsey Hubbard.
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Journal Community

While top-tier banks are recovering at a
faster clip, the rest of the industry is still
suffering, according to a quarterly report
from the Federal Deposit Insurance Corp.
Banks righting for survival, especially those
plagued by losses on commercial real estate,
are less willing to extend loans, siphoning
credit from businesses and consumers.

Besides registering their biggest full-year
decline in total loans outstanding in 67 years,
U.S. banks set a number of grim milestones.
According to the FDIC, the number of U.S.
banks at risk of failing hit a 1 6-year high at
702. More then 5% of all loans were at least
three months past due, the highest level
recorded in the 26 years the data have been
collected. And the problems are expected to
last through 2010.

FDIC Chairman Sheila Bair said banks are
“bumping along the bottom of the credit
cycle’ and that the number of bank failures in
2010 will likely eclipse the 140 recorded last
year.

The struggling U.S. banking industry remains
a problem for policy makers eager for banks
to lend again. Lawmakers on Capitol Hill and
administration officials have pushed banks to
lend, particularly in light of the billions in
taxpayer aid injected into the financial
industry over the past two years. Baiting
groups and their members cotsiter that
they’re under pressure from regulators to be
more prudent and that demand from
struggling consumers and businesses isn’t
there.

Initiatives such as the Obama
administration’s $30 billion small-business
lending program will rely on banks making
loans at a time when many of those same
firms are wrestling with a rising tide of
commercial real estate problems or being
told to add to their reserves by regulators.
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Some small-business owners say they could expand if they could just get a loan. Nick Sachs,
president of Homewatch CareGivers Cincinnati-Metro, says he’s been asking banks for a loan
of $150,000 to $250,000 since 2008. He says his home-health-care franchise could hire 20 to
30 aides and even one or two office assistants.

After being rejected for a loan by Huntington Bancshsres Inc. over a year ago, Mr. Sachs
recently re-applied to the Columbus, Ohio, bank. He did so in part because Huntington said in
Febn.sary that it would double its annual small-business lending over the next three years and
extend credit to as many as 27,000 pore businesses.
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“My conversation with the banker was
identical to the conversations in 2008,” Mr.
Sachs said. In both cases, Huntington’s
representative suggested that a loan from
the government’s Small Business
Administration wotdd be the best fit for the
company. The banker collected the
paperwork for the application, like tax returns
and a business plan, Sachs said, but didn’t
ask many questions about how the company
planed to use the funds. “I am very
doubtful,’ he said. “I’ve been down this road
before.”

Most surveys suggest a combination of
factors is at play. A January survey by the
Federal Reserve of senior loan officers
showed banks have slowed their efforts to
tighten lending standards, but have not
backed off the more stringent loan terms
they put in place over the past two years.
The same report, however, also showed that
demand for loans from businesses and
consumers continues to fat.
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Maureen Brown, a Huntington spokeswoman, said the banks “turnaround loans” have been
well-received. She said the bank doesn’t comment on individual loan applicants. Huntington has

posted a string of five quarterly losses dating to 2008.

The FDIC said that the decline in loan balances in the quarter hit all major categories—from
construction to commercial loans and residential mortgages—with the exception of credit card

loans. -
It remains unclear whether the sharp decline in loans outstanding stems from banks’ tightening
standards and a fear of lending or from weak demand from potential borrowers spooked by
the downturn. Another cause could be banks actively reducing the size of their loan portfolios,
creating a natural decline.

U.S. Banks in
Transition:
Reforinine and
Reco~’ering
3:27

Jayan Dhru, Standard &
Poofa global head of Financial Sor,.tces Ratings, says
US. banks are sf11 In recovery mode as they manage
the credit cycle stile reducing leverage and risk
Roforning the banking sector sill have urintended
consequences on the broader econon~.

Bankers, on the other hand, say creditworthy borrowers are hard to come by. Fifth Third
Bancorp recently extended a $3.5 million line of credit to Chicago-based One Hope United after
the state of Illinois, beset by a budget crisis, delayed payments to the child-and.family-services
provider.
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pay it back,’ Mr. Abbey said. “They just need money.”

The FDIC’s Ms. Bair said officials are eager for banks to make loans in their communities,
putting the onus on the bigger institutions to do more small-business ending. “The larger
institutions I think need to step up to the plate here too,” Ms. Bair said, describing as
“significant” the declines in their loan balances and credit lines.

One issue complicating banks’ ability to lend is the looming problem of troubled commercial
real.estate loans. The FDIc’s Mr. Brown said these loans take longer than residential
mortgages to go bad, dragging ott the hit to a bank’s balance sheet.

The EDIC’s report revealed that asset-quality indicators for banks continued to deteriorate in
the fourth quarter as borrowers continued to fall behind on their loans. Banks wrote down $53
billion in loans in the final three months of last year. The quarterly write-oft rate was the highest
ever recorded in the 26 years the FDIC has collected the data. A total of $391.3 billion of all
loans and leases, or 5.4%, were at least three months past due at the end of 2009.

“WhIe the economy is moving ahead banking results tend to lag behind,” Mr. Brown said. “The
problem loans and the earnings of the industry will improve somewhat after the economy
improves.’

Errail Printer Friendly !il cider Reprints

Share:~J ii e ® a ~ t~Zi Li .~ ‘~t

MORE P’lEtJSrIESB

Credit Crunch I Annual change in total loans outstanding at rDlC.insured banks

Write to Marshall Eckblad at marshalLeckblad©dowjones.cOm

tsr Expand your access to WSJ.com

It only takes a moment
Click here to unlock your FREE access to more

newsletters, alerts and key analysis

it ,.f A 2/24/2011 12:42PM



c 1654 South King Street

0 Hawaii Credit Union League Honolulu, Hawaii 96826-2097

N~~adnerFor Success

Testimony to the House Committee on Finance
Thursday, February 24, 2011 at 3:30 p.m.

Testimony in opposition to HR 853 — Relating to the Bank of the State of Hawaii

To: The Honorable Marcus Oshiro, Chair
The Honorable Marilyn Lee, Vice-Chair
Members of the Committee on Finance

My name is Stefanie Sakamoto, and I am testil~ring on behalf of the Hawaii Credit Union League, the
local trade association for 85 Hawaii credit unions representing approximately 810,000 credit
union members across the state. We are in opposition to HR 853, Relating to the Bank of the State
of Hawaii.

Our concern is simply that a state-owned bank will hold a significant advantage over Hawaii
financial institutions, regardless of whether they are for-profit, or non-profit, such as credit unions.
The philosophy of credit unions has always been, “not for profit not for charity, but for service”,
and our goal has always been to lend to as many of our members as possible. In today’s difficult
economy, credit unions have tried relentlessly to be a part of the solution, taking every avenue
possible to pump money into the economy, especially in the small business sector.

North Dakota’s state-owned bank has been successful largely because their state and local
government funds are required by law to be placed in the Bank of North Dakota, and the funds are
then insured by the state itself, and not by the Federal Deposit Insurance Corporation. This places
the state in a precarious situation, should the bank fail.

Thank you for the opportunity to present our testimony.
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Presentation to the Committee On Finance
Wednesday, February 24, 2011, at 3:30 p.m.

Testimony on Bill H.B. 853

In Opposition

TO: The Honorable Marcus R. Oshiro, Chair
The Honorable Marilyn B. Lee, Vice Chair
Members of the Committee on Finance

My name is Gary Y. Fujitani, Executive Director of the Hawaii Bankers
Association (HBA), testifying in opposition to HB 853, which proposes to
establish the Bank of the State of Hawaii.

Our opposition stems from the unfair advantage a State-Owned Bank would have
over Hawaii financial institutions that have been serving Hawaii since 1858 and
the lack of a business justification to expended an unknown sum of money as the
State struggles to balance its budget.

Hawaii banks are an integral part of the engine that drives Hawaii’s economy
and the setting up of unfair competition could have unintended consequences.
Over our long history the Hawaii’s banks have meet the needs of our community
by providing loans, deposit accounts and innovative services to the public and
businesses. Banks are very supportive of non-profit human services
organizations and other charities by providing monetary assistance and
volunteers to help these charities fulfill their missions.

To our knowledge the Bank of North Dakota (BND), started in 1919, is the only
state-owned bank operating in the United States. One has to question why in 92
years, no other state has set up a state-owned bank.

The State of North Dakota is very unique in that it has a population of less than
650,000 residents and yet almost 100 banks operate in the state (Hawaii has 11
FDIC insured banks). BND acts as a bankers’ bank or a wholesale bank. So BND
provides services to banks, whether it’s check clearing, liquidity, or bond
accounting safekeeping. Hawaii banks either do it themselves or already obtain
these services elsewhere.

Being a bankers’ bank, it does not serve the needs of consumers and any state
funds placed with the bank are self insured, the State loses the benefit of

1



collateralization of state deposits. Additionally, deposits at BND are insured by
the State of North Dakota and not by the FDIC. So the State is liable in the
unforeseen event of the bank’s failure.

Following is a quote from an interview done by BND president & CEO, Eric
Hardmeyer.

.do you think it could be viable for other states to implement your model?

EH: So much of what is going on right now is a knee-jerk reaction to some things
that have happened... So my advice is everybody take a deep breath and we’re
going to get through this... For all states tq look at North Dakota’s model and say
this would be the panacea to all those things, I don’t see that happening.”

Any new business venture normally requires the completion of a “business plan”
to ascertain the chances of success. The business plan should include, among
other elements, a comprehensive market and financial analysis to determine the
feasibility of the proposed venture. The capital requirements and the source of
the capital need to be determined. In view of our looming State budget deficit,
any expenditure, especially for an unproven new venture, should not be
undertaken without a full analysis that shows a high chance of success.

So it is recommended that a thorough analysis of the feasibility of such a high
risk and potentially costly venture be done before considering this legislation. An
in depth analysis would be prudent and responsible action to undertake before
spending limited state funds.

Thank you for allowing us to testify on this bill and ask that this bill be held.

Sincerely,

Gary Y. Fujitani
Executive Director
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Written Testimony of
Ellen Brown, President and Chair of the Public Banking Institute,

Before the Committee on Finance of the Hawaii House of Representatives
In Support of Hawaii House Bill 853,

Relating to the Bank of the State of Hawaii.
Hearing in Conference Room 308

On February 24, 2011, at 3:30 pm fiST.
Testimony Transmitted by Email.

Chairman Marcus Oshiro, Vice Chair Marilyn Lee, and members of the committee, thank you
for this opportunity to testify. My name is Ellen Brown and I appear today on behalf of the
Public Banking Institute (PBO, of which I am President and Chair.

The Public Banking Institute (PBI) is a non-partisan think-tank, research and advisory
organization based in Sonoma, California, dedicated to exploring and disseminating information
on the potential utility of publicly-owned banks, and to facilitating their implementation. PBI
was formed in 2011 as an educational non-profit organization by a group of citizens including
past and present community and civic leaders, businesspeople, educators, political economists,
writers, and banicing and other professionals. The group shares a concern over the destabilizing
actions of a private banicing industry that, through its corporate business model, has precipitated
the economic imbalances now witnessed across the US economy. For more information, see
http://PublicBanlcingInstitute.org. See also the FAQ5 here:
http://publicbankingjnstithte.org/fags.htm

We have reviewed Hawaii House Bill 853 and would like to submit this testimony in its support.

1. Introduction

(a) The problem: The current economic crisis, including cutbacks at federal, state, and municipal
levels, is directly related not only to collapsing revenues but to the lack of liquidity and available
credit in the local economy.

The Federal Reserve has extended its easy credit terms to bail out the TBTF (too big to fail)
banks that caused the crisis, and to save the federal govermnent from the sort of bond market
speculation that devastated Greece and Ireland .when they faced severe budget shortfalls. But
credit injected into the system at the federal level has been used to shore up the balance sheets of
the TBTF banks and for investment in short-term, high-yield instruments rather than to expand
credit on Main Street. The result has been a transfer of wealth and power to Wall Street and the
federal government, leaving state and local governments to fend for themselves.

Meanwhile, the contraction of the real estate market that resulted from Wall Street derivatives
speculation has severely reduced not only the tax base of local governments but the assets of the
mid-sized and smaller banks, limiting their ability to re-inflise local economies with the liquidity
required to create jobs and return public revenues to a level at which states and municipalities



can maintain key services. See articles here and here.

In January 2011, Federal Reserve Chairman Ben Bernanke stated that the Federal Reserve would
not grant local governments access to those same easy credit terms that saved the TBTF banlcs
and the federal government from the 2008 financial crisis. He said he could not do it because it
was not in his legislative mandate. See here. It is therefore incumbent upon the goveming
bodies of states and municipalities to create their own credit mechanisms for reviving theft local
economies.

(b~ Proposed solution: Credit can be generated for Main Street, and the local economy can be
revived, by instituting publicly-owned banks.

When banks are lending, the economy can expand as needed to keep our trading medium (credit)
circulating. When banks are not lending, the economy contracts as debt is retired. Defaults are
inevitable, because there is not enough money in circulation to pay back the loans that created
the money, along with the interest that was not created in the original loan. For our economy to
recover from the current crisis, lending needs to increase; and private banks are not filling this
role. The public sector therefore needs to step in.

Banks literally create money when they issue loans. They do not lend their own money or their
depositors’ money but simply extend credit created on their books, which is extinguished when
the loan is repaid. This is the source of over 95% of the money in the U.S. economy. Banks
require capital (equity plus earned income) to satisfy bank capital requirements, and they require
deposits to create a pool of liquidity from which they can borrow to clear outgoing checks; but
neither the capital nor the deposits are actually lent to customers in the process of extending bank
credit.

State and local governments across the United States collectively own trillions of dollars’ worth
of assets accruing by virtue of our tax dollars. (See here.) Besides tax revenues and real estate
holdings, they maintain a variety of funds, including pension funds and “rainy day” funds, which
are invested at very modest interest rates in Wall Street banks.

Meanwhile, states are borrowing from Wall Street at much higher interest rates to fund their
budget deficits, and they have to worry about such things as credit ratings, late fees, and interest
rate swaps, which have proven to be very good investments for Wall Street and very bad
investments for local governments.

Banks create money as credit (or debt) by “leveraging” their capital. At an 8% capital
requirement, they can leverage capital by a factor of twelve, so long as they can attract sufficient
deposits (collected or borrowed) to clear the outgoing checks. States give this leveraging power
away when they put theft deposits in Wall Street banks and invest their capital there. By
consolidating their assets into theft own state-owned banks, state and local governments can
leverage their own funds to finance their own operations; and they can do this essentially
interest-free, since they will own the bank and will get the interest back.

2. Review of public banking in practice — The Model of the Bank ofNorth Dakota:



Publicly-owned banks have been successfUlly implemented and operated in many countries,
including Australia, New Zealand, Canada, Germany, Switzerland, India, China and Japan.

In the United States, only one state currently owns its own bank — North Dakota. North Dakota
is also the only state currently sporting a major budget surplus. It has no debt service this year
at all. North Dakota also has the lowest unemployment rate in the country, the lowest default
rate on loans, and the most community banks per capita — indicating that the Bank ofNorth
Dakota has not hurt but has actually helped the local banks. It does not compete but partners
with them, helping them with lending requirements.

Faced with federal inaction and growing local budget crises, an increasing number of states are
exploring the possibility of setting up their own state-owned banks, following the model of the
the Bank ofNorth Dakota (BND). The 92-year-old BND has helped North Dakota avoid the
looming budgetary disasters of other states. The BND helps fund not only local government but
local banks and businesses, by providing matching funds for loans to commercial banks to
support small business lending. The BND contributed over $300 million to state coffers in the
past decade, a notable achievement for a state with a population that is less than one-tenth the
size of Los Angeles County.

The BND has a massive capital and deposit base. It is set up as a dba of the state: “North Dakota
doing business as the Bank of North Dakota.” That means that technically, all of the assets of
the state are the assets of the bank. Further, all of the state’s revenues are deposited in the BND
by law. The bank also takes municipal government and consumer deposits. However, private
citizens account for less than 2% of the BND’s deposit base. North Dakota has a population of
647,000. The BND reports that it has deposits of $2.7 billion and outstanding loans of $2.6
billion. That works out to $4000 in deposits per capita and roughly the same amount in loans.

Compare Hawaii, which has a population twice the size ofNorth Dakota’s. If it were to follow
the BND model, Hawaii might be able to amass over $5 billion in deposits and generate an
equivalent sum in loans. That lending capacity could be used for many purposes, depending on
the will of the legislature and state law. Possibilities include: partnering with local banks to
strengthen their capital bases, allowing credit to flow to small businesses and homeowners where
it is sorely needed today; refinancing state deficits at 0% interest (since the state would own the
bank and would get the interest back); funding infrastructure virtually interest-free; and rehiring
laid-off teachers and employees.

To avoid risk to the bank and to the state, the bank could begin by recapturing federally-
guaranteed monies that are now going to Wall Street, for example the interest on VA and FHA
loans made to state residents. These proceeds could then be invested in local development and
for local lending needs, including to small local startup businesses and the local mortgage
market.

In 2011, three states have introduced bills for state-owned banics, following the North Dakota
model. On January 11, a bill to establish a state-owned banlc was introduced in the Oregon State
legislature; on January 13, a similar bill was introduced in Washington State (discussed in an



article here); and on February 4, a bill was introduced in the Maryland legislature for a feasibility
study looking into the possibilities. They join Illinois, Virginia, Hawaii. and Massachusetts,
which introduced similar bills in 2010.

4. Discussion of alternative means of capitalizing the bank

Hawaii House Bill 853 authorizes funds to be deposited from the general fund to fulfill bank
obligations and requirements. That is a sound, conventional mode of meeting capital
requirements, but the BND model suggests another interesting possibility.

As noted above, the BND is set up as a dba of the state. That means that technically, all of the
assets of the state are assets of the. bank. The capital requirements were imposed rather
arbitrarily beginning in 1988 by the Bank for International Settlements, the head of the private
international banking system in Basel, Switzerland, in order to regulate private banks. Arguably
the rules should not apply to a state-owned bank at all, but in any case the rules need not impose
funding hurdles if the bank is set up as a dba of the state. For a more detailed analysis of this
possibility, see here.

Other insights on the capitalization problem were provided by a banker who has been
instrumental in pushing a state bank bill forward in another state (name withheld here only
because I didn’t manage to clear this before the testimony deadline). He wrote to a California
legislator who sought more information on the issue:

As you can imagine, capitalization quickly becomes a politically charged issue. What are
the stipulations around PIERS money, who currently manages it, are theft trust
obligations/restrictions on various fhnds, etc.?

Working with legislators in our revenue committee and our treasurer’s office here, we
have identified some pots of money that are somewhat “idle” - either not being invested
for their intended use (in-state economic development), or not invested at all. Some of
these funds are unrestricted enough that they can be invested in something like a state
bank without ruffling any feathers. They are also large enough to make them ideal funds
to use to capitalize a bank and get a decent amount of lending going in the near term.

Once we get a bank up and running we are thinlcing of issuing a general obligation bond,
complete with voter approval. We are thinking of it as an “invest in the state” bond and
hoping to issue them in small enough denominations that the average person could afford
them, perhaps even selling them in/through community banks. GO bonds take quite a bit
of time to set up, get voter approval and issue so this would be more like a phase 2
expansion plan.

The Center for State Innovation did an analysis of the benefits (jobs/revenue) of shifting
the aggiegate of state lending toward community banks through loan participations (i.e.
more small business lending will follow). The report also explores a few capitalization
methods and their repayment at the end. The economics professors we have had review it



have all said it looks like a conservative estimate of the jobs/revenue impact. The report
can be accessed on the CSI home page: www.stateinnovation.org.

The analyses of the Washington and Oregon initiatives and their projected benefits done by the
Center for State Innovation are thorough and compelling and bear a close review. See ~ç~ç and
here. They have also posted FAQs, hcrc; Below is an extrapolation of net 2009 revenue for
various states that have expressed an interest in forming state-owned banks, based on a
comparison of the size of their economies to North Dakota’s:

Projected net 2009
revenue

Percentage of
2010 deficit’

North Dakota

California

Hawaii

Maine

Maryland

Massachusetts

Michigan

New Hampshire

New Mexico

Ohio

Oregon

Pennsylvania

Vermont

Washington State

Source: centerfor State Innovation

$30 m. [In surplus]

$1,775 m. 9.9%

$61 m. 10.3%

$48 m. 5.1%

$263 m. 13.1%

$351 m. 13.0%

$368 m. 18.4%

$58 m. 15.8%

$77 m. 23.1%

$453 m. 15.1%

$155 m. 7.4%

$532 m. 13.0%

$24 rn. 7.2%

$310 m. 14.8%

As the CSI report notes, the BND does not return all of its profits to the state’s general fund.
This is in contrast to the proposed Hawaii legislation, which would return all profits after
operating costs to the general fund. The CSI report for Oregon states (at page 18):

State Dividends

One of the virtues of a state bank is that, while it should primarily be seen as a tool for
stabilizing and increasing state lending by providing liquidity to private banks (and as a
potential source of leveraged economic development funds), it can also return a portion



of its profits to the state. In the case of the Bank of North Dakota, the amount returned the
state’s General Fund or, in the case of the Oregon State Bank, Rainy Day Fund is
determined by the Industrial Commission (which is composed of the Governor, the
Attorney General, and the Agriculture Commissioner and governs the bank’s operations)
and bank leadership in negotiation with the state legislature. Thus, in flush times the state
can choose to plow all bank profits back into the bank, while drawing on them (within
reason) in times of fiscal need. For instance, from 2004-2009 the negotiated return from
the bank to North Dakota was $30 million per year; in 2001 the BND returned $50
million to the state; while in 2000 the bank did not return any profits to the state. Since
the return to the state—or state dividend as we call it here—is set by bank and the
legislature on a yearly or biannual basis, any projection regarding return to the state is
obviously completely contingent. And, of course, returning a greater percentage of the
profits to the state in the short term hurts bank profitability in the long-term and the
converse. That said, under most scenarios, the bank’s return to the state would be positive
starting in year 2, and would ramp up quickly thereafter, such that if the bank returned an
average of 70% of profits (the average return to the state from the BND over the past
decade was 72%), by year 5 the bank would have cumulatively returned over $17 million
to the state per $100 million in start-up capital and by year 10, almost $70 million (see
the State Dividend Example box on previous page).

The proposed Hawaii legislation also differs from the BND in that taking consumer deposits is
foreclosed. This is evidently to avoid competing with the local banks, but as mentioned earlier,
less than 2% of the BND’s deposits currently come from private parties. Note that allowing the
state bank to take consumer deposits need not mean taking market share away from the local
banks. On the fractional reserve model, expanding the credit available in the economy will
expand the deposit base across the board, with plenty of deposits for all; and allowing the
deposits to circulate though the Hawaii state bank will actually help it generate credit for the
state economy.

When considering the costs and risks of establishing a publicly-owned bank, we would ask the
Hawaii House Finance Committee to weigh them against the costs and risks of the alternatives —

slashing much needed public services, laying off workers, raising taxes on sectors that are
already over-taxed, and selling offpublic assets. We at the Public Banking Institute feel that
state and local governments cannot afford NOT to pursue the public bank option.

CBPP, http ://www.cbnp.orci/files/9-8-Ossfn.pdf
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TESTIMONY ON HOUSE BILL 853, RELATING TO THE BANK OF THE STATE OF HAWAII

House Committee on Finance
Hon. Marcus R. Oshiro, Chair

Hon. Marilyn B. Lee, Vice Chair

Thursday, February 24, 2011, 3:30 PM
State Capitol, Conference Room 308

Honorable Chair Oshiro and committee members:

I am Kris Coffield, legislative director of lmua Alliance, a nonpartisan political advocacy
organization that currently boasts over 50 local members. On behalf of our members, we offer this
testimony in support of HB 853.

Beginning in 2007, the American economy began slipping into a sharp recession, a result of,
among other things, profligate speculation on risky derivates by Wall Street bankers and plummeting
property values. As the credit crisis deepened, national unemployment rates soared, eventually
surpassing 10 percent. The coupling of high unemployment with a decimated housing market led to
extreme budget shortfalls for most states, finally culminating in monoline bond insurers, like Moody’s,
reducing many states’ credit ratings. Hawaii was not spared, as its bond rating fell to “negative” from
“stable,” in 2010, on the basis of declining tax collections and budget reserves.

While the federal stimulus program and Troubled Asset Relief Program helped stem the
hemorrhaging of jobs into unemployment lines, they failed to resolve the credit crunch or spur lending
to states, businesses, and individuals. What’s more, financial firms receiving bailout funds have worked
to undermine regulatory mechanisms put in place to protect investors and have disbursed huge bonuses
to the some of the same executives that sanctioned the trading schemes underlying the recession. As
Hawaii grapples with a 5700-844 million deficit and potentially billions in unfunded liabilities, it’s clear
that something has to be done. Creating a state-owned public bank, via the enactment of HB 853, is
exactly the right solution at exactly the right time.

In allowing for the consolidation of state assets under a single fiduciary umbrella, a public bank
would allow the state to leverage its own resources to finance operations free of interest, since the
State of Hawaii will own the Bank of the State of Hawaii and, as specified in section 1, § -1(4) of this
measure, return excess earnings to the state’s general fund. Moreover, a public bank would not be
beholden to the profit-based agendas of private banks, thereby permitting the Bank of the State of

Kris Coffleld (808) 679-7454 imuaal1iance@gmaiI.com



Hawaii to leverage capital on a fractional basis without consideration for shareholder earnings or market
expectations. The capital reserves of private banks, today, are tainted with so-called “toxic” assets and
subject to quarterly earnings statements. Because neither of these limitations would apply to a public
bank, however, the Bank of the State of Hawaii would be able to better engage in long-term planning
based on available deposits and revenue forecasts.

Perhaps the best argument in favor of creating a public bank resides not in Hawaii, but North
Dakota. Currently, North Dakota is the only state in the country with a public bank, called the Bank of
North Dakota. Tasked with maintaining the vitality of local government businesses through collective
leveraging and management of state assets, the BND has helped North Dakota escape the economic
downturn and, instead, enter the new calendar year with a Si billion surplus. Granted, North Dakota is
home to myriad small banking institutions (unlike HawaN, whose fiscal landscape boasts a small number
of comparatively large institutions). The BND’s 25 percent return on equity and $60 million dividend
payment to the state, in 2009, cannot be easily dismissed, though, particularly when contextualized by
the roughly $300 million that the bank has injected into North Dakota’s general fund coffers over the
last decade, according to the Public Banking Institute.

One concern I have about the measure, as drafted, is the absence of material related to the
implementation of a public bank, including such specifics as whether or not the bank would be housed
in a physical structure—a brick and mortar building, employing dozens of state workers—or virtual—as
in, for example, Oregon’s proposed “virtual economic development bank,” which simply consolidates
strategic investment initiatives under a newly authorized bank function. Given the austerity measures
called for by the current economic climate, information regarding the cost of implementing a public
bank is integral to assessment. Thus, I urge the committee to amend the bill to require a feasibility study
prior to the creation of the Bank of the State of Hawaii or, at the very least, task an advisory panel to
explore and report on potential implementation methods and accompanying expenses in one year, with
the intent of commencing the public bank’s activities on or by June 1, 2012.

As Ellen Brown, president of the Public Banking Institute, has indicated, the projected collective
state budget deficit for 2011 stands at $140 billion, a total that pales in comparison to the $12.3 trillion
in liquidity and short-term loans extended, by the Federal Reserve, to bail out Wall Street. Yet, Fed
Chairman Ben Bernanke announced, last month, that a bailout for local and state governments had been
taken off the table. States, then, must act to protect their own interests, and passage of this measure
would be a smart first step. Mahalo for the opportunity to testify in support of this bill.

Sincerely,
Kris Coffield
Legislative Director
lmua Alliance

Kris Coffield (808) 679-7454 imuaaIliance@gmai1.com
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Comments:
Mr. Chair and Members of the Committee on Finance:
Aloha, my name is Lee McIntosh. I live in Kau on the Big Island. I am not in favor of KB 853,
which establishes a state bank. Operating a state bank requires fiscal accountability, which
the Legislature has proven incapable of in the past. The Legislature created the unfunded ERS
debacle by repeatedly raiding it to balance the budget. How then can we now expect the
Legislature to show prudence and restraint when operating a state bank? Please do not

( ncrease the tax payer’s burden by creating a state bank! Thank you for the opportunity tocestify on HB 853.
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